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INCOME AND LEISURE IN AN UNDERDEVELOPED ECONOMY! 


SIMON ROTTENBERG 
University of Puerto Rico 


N THE literature of economics the 
price of labor of a particular class 
affects the supply of labor of that 

class in two ways: first, by influencing 
the number of workers entering the 
trade; and, second, by influencing the 
amount of effort (usually measured in 
hours) which the worker will exert. 

There is general agreement about the 
character of the first function. A rise in 
the price of labor in one trade, relative 
to others, tends to move workers to the 
trade in which the price has risen. How- 
ever, there is less agreement about the 
shape of the second function? Adam 
Smith apparently thought that it was 
positively sloped throughout its full 
length. He said in The Wealth of Nations: 

The liberal reward of labour ... increases 
the industry of the common people. The wages 
of labour are the encouragement of industry, 

* I am grateful to the Social Science Research 
Council for a fellowship that made possible the 
research on which this article is based. 

*See J. R. Hicks (The Theory of Wages [New 
York, 1948], pp. 97-98): “The other way in which 
wage-changes may react upon the productivity of 
labour is by affecting . . . his willingness to work. . . . 
It has sometimes been thought that a change in 
wages will always change the willingness to work in 
an opposite direction; but there is no logical justifi- 
cation for this view.” 


which, like every other human quality, im- 
proves in proportion to the encouragement it 
receives. A plentiful subsistence increases the 
bodily strength of the labourer, and the com- 
fortable hope of bettering his condition, and of 
ending his days perhaps in ease and plenty, 
animates him to exert that strength to the ut- 
most. Where wages are high, accordingly, we 
shall always find the workmen more active, 
diligent, and expeditious, than where they are 
low.3 


This passage reflects Smith's general 
position of sympathetic partisanship to- 
ward labor at a time in history when em- 
ployer-oriented writers and polemicists 
were contending that the worker, being 
naturally indolent, would offer services 
in inverse proportion to his wage.‘ 

3 Adam Smith, The Wealth of Nations (“Modern 
Library” ed.; New York: Random House, 1937), 
p. 81. 

*Cf. E.S. Furniss, The Position of the Laborer in 
a System of Nationalism (Boston and New York, 
1920), pp. 117-56. Smith did agree that “some 
workmen, . .. when they can earn in four days what 
will maintain them through the week, will be idle in 
the other three.”’ He argued, however, that “this. . . 
is by no means the case of the greater part”; and, in 
any event, for the minority of whom it is true, it 
may be necessary, since “excessive application dur- 
ing the four days of the week is frequently the real 
cause of the idleness of the other three, so much and 
so loudly complained of” (Adam Smith, of. cit., pp. 
81-82). 
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A more insightful and sophisticated 
treatment than Smith’s appears in the 
neoclassical theoretical system. This sys- 
tem takes into account the worker's de- 
sire for leisure in the present, while 
Smith's formulation assumes only a de- 
sire for leisure in the future at the “end- 
ing his days.’ The individual supply 
curve of labor of the neoclassicists has 
a backward slope for part of its length. 
At some point in the scale of prices for 
labor, the utility derived from additional 
increments of income is assumed to be 
disproportionately smaller than the dis- 
utility incurred from additional incre- 
ments of work. At that point, and for a 
range of prices beyond it, the neoclassical 
doctrine tells us that the worker has a 
preference for leisure over income and 
that each successive rise in the price 
offered for his services will bring forth 
successively less effort. 

The point at which the curve takes its 
negative slope is not the same for all 
persons; it must be somehow related to 
the aspirations which the worker has 
for income and to the intensity of his 
desire for leisure. If his income aspira- 
tions are strong or his desire for leisure 
weak, the point of backward turning is 
high on the price scale. Contrariwise, if 
his income aspirations are weak or his 
desire for leisure strong, the point of 
backward turning is low. 

lhe logic of the doctrine thus requires 
that each person have a maximum aspi- 
ration, which he fixes for himself, for 
income acquired through effort. For, if 
the desire for income were without limit, 
the curve would have a positive slope for 
its full length to the point where effort is 
limited by sheer physical capacity and 
would, thereafter, be vertical to the base, 
where the graph is plotted according to 
the traditional schema, with the price of 
labor on the y-axis and the supply offered 


on the x-axis.’ The aspiration for income, 
however, need not be constant over time 
for the same person, nor need it be uni- 
form among different persons. 

The point at which an individual be- 
gins to be insensitive to income incen- 
tives will be partly affected by the cul- 
tural influences that play upon his char- 
acter. A man who has been brought up 
in a community which places a high 
value on work, which is “consumption 
conscious,’’ and which attaches prestige 
to the possession of material goods will 
not begin to offer less labor until there 
is a large increase in the price for his 
services or until the price is very high. 
On the other hand, a man who lives in a 
society which values leisure and which 
attaches no social stigma to living at a 
close-to-subsistence level will begin to 
offer less labor when small increases 


occur and when the price is very low.° 


“Suppose, for instance, that an individual did 
not wish to earn more than a given money income. 
If his wage was such that he could obtain this money 
income without an unreasonable effort, any increase 
in his wage would result in a decline in the number 
of hours for which the worker would work. At the 
higher wage, he could obtain the income of his 
heart’s desire by working fewer hours than at a 
lower wage”’ (Kenneth E. Boulding, Economic Anal- 
ysis |New York and London, 1941], p. 227). 


* Marshall's position was that the individual sup- 
ply curve of labor is generally positively sloped and 
that the backward turn is “the exception to the 
rule.’’ “The longer a man works, or even is on duty, 
the greater is his desire for a respite . . . while every 
hour’s additional work gives him more pay, and 
brings him nearer to the stage at which his most 
urgent wants are satisfied; and the higher the pay, 
the sooner this stage is reached. It depends then on 
the individual, whether with growing pay new wants 
arise ... or he is soon satiated with those enjoy- 
ments that can be gained only by work, and then 
craves more rest, and more opportunities for activi- 
ties that are themselves pleasurable. No universal 
rule can be laid down; but experience seems to show 
that the more ignorant and phlegmatic of races and 
of individuals, especially if they live in a southern 
clime, will stay at their work a shorter time, and 
will exert themselves less while at it, if the rate of 
pay rises so as to give them their accustomed enjoy- 
ment in return for less work than before. But those 


| 
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These conditions of quick backward 
turning are said to be particularly char- 
acteristic of the people of the underde- 
veloped economies. It has long been be- 
lieved to be true of the people of the 
British West Indies. The ideas that the 
British West Indian has a large prefer- 
ence for leisure over work and that his 
wants are small have been advanced by 
the planter communities of the islands 
for many years and have been written 
into Royal Commission and other public 
reports. In this system of beliefs, the 
West Indian worker does not respond to 
income incentives. A small rise in the 
wage rate, it is said, induces him to exert 
less energy at work and to reallocate his 
time between leisure and work in favor 
of leisure. Similarly, an increase in the 
wages of some trades, others remaining 
unchanged, does not cause workers to 
transfer to the advantaged trades. The 
report of the Economic Policy Com- 
mittee of Jamaica, published in 1945, 
for example, has been paraphrased as 
saying: ““Many |West Indian] workers 
[do] not want to work for wages regularly 
five or six days a week all the year round. 
...*They prefer to have a lower standard 
of living and more leisure; they are not 
educated to appreciate a higher standard 
of living, and would rather take life more 
easily than add to their material com- 


whose mental horizon is wider, and who have more 
firmness and elasticity of character, will work the 
harder and the longer the higher the rate of pay 
which is open to them: unless indeed they prefer to 
divert their activities to higher aims than work for 
material gain. ... We may conclude that increased 
remuneration causes an immediate increase in the 
supply of efficient work, as a rule; and that the ex- 
ceptions to this rule, just noticed, are seldom on a 
large scale, though they are not devoid of signifi- 
cance” (Alfred Marshall, Principles of Economics 
[8th ed.; London, 1938], pp. 528-29) 

’*T. S. Simey, Welfare and Planning in the West 
Indies (London, 1946), pp. 133-34 


If the doctrine is correct that West 
Indian labor is indolent and incapable of 
being moved by earning opportunities 
to exert energy at work beyond what is 
necessary to achieve income for support 
of life at very low levels, the likelihood 
of successful development of the Carib- 
bean economy is small. If the doctrine 
is true, an important objective of public 
policy ought to be to raise the level of 
aspiration for income and for the goods 
and services for which income ex- 
changes.* An attempt to assess the cor- 
rectness of the thesis that leisure is pre- 
ferred to work at low standards of ac- 
quired income was made in the island of 
Antigua, one of the Leeward Islands of 
the British West Indies. . 

Antigua is a small island of 108 square 
miles (69,000 acres). Its population is 
now estimated to be about forty-five 
thousand, almost all of whom are of 
Negro descent. The conjunction of a 
high and stable birth rate and a con- 
stantly falling death rate has resulted in 
a high rate of natural increase of over 
twenty per thousand of population, so 
that, with opportunities for emigration 
now virtually shut off, the population 

* Any public policy which is calculated to sharpen 
the aspirations of backward peoples for goods, to 
make income-earning a more powerful lever, to in 
troduce the competitive spirit, and to make them 
over in our puritan image, so that they, too, will 
look upon the leisurely as social pariahs, is fraught 
with danger. The backward peoples may very well 
be socially more stable as they are. To make a revo- 
lution among them, destroying value-systems which 
are ancient and rooted, may do enormous harm. But 
this is the risk to be run and, possibly, the price to 
be paid for economic development. In the backward 
areas, now, people live badly ; they are malnourished, 
badly housed, ill and diseased. To improve their 
conditions of life, either more of them must work, 
they must work more hours, and they must produce 
more in each hour of work; or they must be a charge 
on the people of the developed areas. Our traditions 
must become theirs, or they must remain poverty 
stricken, or the world’s well-to-do must move a 
never ending flow of gifts to them. There is no other 
way out 


| 
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increases by about one thousand per 
year. The people live at levels of extreme 
poverty, measured by the standards of 
the developed areas of the world. At 
current prices (1951), roughly estimated 
calculations of national income indicate 
that per capita income is less than $100 
(United States) per annum. 

The economy of Antigua is dominated 
by sugar, and has been throughout the 
three centuries of its history, although, 
from time to time, Sea Island cotton has 
played an important role. These two 
commodities now constitute close to 100 
per cent of all exports. Other exports, 
principally rum, are of negligible impor- 
tance. With the exception of ground pro- 
visions grown for local consumption, 
gravel taken from local quarries, char- 
coal used for fuel, and fish taken from 
the sea, almost all things consumed in 
\ntigua are brought from abroad, either 
in finished form or as raw materials for 
such small-scale, or cottage, industries as 
furniture-making and tailoring or for the 
construction industry. For a community 
such as Antigua, therefore, which, in 
general, consumes things which it does 
not produce and produces things which 
it does not consume, the volume and 
value of exports are of enormous impor- 
tance in determining the standard of liv- 
ing. Since agriculture is overwhelmingly 
the island's most important activity, the 
value of the sugar crop greatly affects 
the level of consumption in the island. 

The history of the land-tenure pattern 
of Antigua shows a trend in the direction 
of concentration at one end and disper- 
sion at the other. In the early years of the 
sugar industry's history, most cane in 
Antigua was cultivated on a considerable 


number of owner-operated estates, many 
of which ground their cane in small mills 


located on the estate. The difficulties 
occasioned by the falling price of sugar, 


emancipation of the slaves, severance 
of natural trade relations with the Amer- 
icans at the opening of the Revolution- 
ary War, removal of the preference 
enjoyed by the West Indies against East 
Indian sugar, and protection of the beet- 
sugar industries of Europe from the com- 
petition of lower-cost sugar cane produc- 
ing areas led to the abandonment of 
land. the sale and resale of land at losses, 
the foreclosure by banks, merchants, or 
other forms of moneylenders of mort- 
gages encumbering the estates, and the 
splitting of large estates into small plots 
which were rented to peasant operators. 
In 1943 a corporation was formed to 
amalgamate most of the remaining pri- 
vate estates still engaged in cultivating 
cane. This corporation now owns about 
18,000 of the island’s 69,000 acres, of 
which 9,000 acres are arable. Of this, 
7,800 acres are worked by the corpora- 
tion itself and 1,200 acres are rented to 
peasants on small farms. Peasants also 
work plots rented from the few private 
estates which remain and plots on gov- 
ernment land settlements. The ‘Census 
of Agriculture of the Leeward Islands”’ 
of 1946 counted in Antigua 3,196 farms 
of one acre or more and 2,285 small plots 
of less than one acre.’ A large proportion 
of these are devoted to the growing of 
sugar cane. In 1947, which was a typical 
recent year, the corporation delivered 
110,000 tons of cane; other (private, non- 
corporation) estates, 15,000 tons; and 
peasants, 45,000 tons, to the single cane- 
grinding mill which is closely associated 
with the corporation through common 
shareholders.'° 

The planter thesis that the Antiguan 

* “Census of Agriculture of the Leeward Islands, 
1946” (unpublished). 

'° Report of the Commission A p pointed To Enquire 
into the Organisation of the Sugar Industry of Antigua 
(London, 1949), p. 14 
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worker is voluntarily underemployed be- 
cause he prefers leisure to income at low 
living levels can now be discussed more 
meaningfully within this framework of 
the fundamental characteristics of the 
Antiguan economy. Planters of the com- 
munity lament their inability to find 
sufficient workers to take the cane crop 
off the fields within an optimum time 
period and the unwillingness of workers 
to perform certain classes of tasks at all. 
Workers who do accept employment, 
according to the planters, refuse to work 
full work weeks but prefer to work rel- 
atively few days each week. This has 
been the traditional opinion of the plant- 
er community for many years. A report 
of 1891, for example, says: 

The number of people is, on the whole, quite 
suflicient for the sugar estates, but the difficulty 
is for the planter to obtain that regular labor 
upon which his operations depend. The labor 
difficulty was the cause of the abandonment of 
estates in the past years. . . . All evidence shows 
that there is plenty of work and wages for the 
Antiguan laborer, if he would, more largely 
than he does, take advantage of the oppor- 
tunity." 

The belief, thus, that Antiguan work- 
ers have small fixed wants which are 
capable of being satisfied with relatively 
few hours of work is inferred in part from 
the fact that many wage workers in the 
cane fields of the island work less than 
full work weeks. This is taken to prove 
that the West Indian puts a high pre- 
mium on leisure. Workers are able to do 
this because field workers in the cane 
industry assimilate the situations of con- 
tractors rather than of wage workers. 
For most occupational classes payment 
is by the task rather than by the hour. 
Workers report for work when they 
please, work the number of hours that 

*t Vere Langford Oliver, The listory of the Island 


of Antigua (London, 1894), p. clviii, quoting C. W. E. 
Eves, The West Indics (London, 1891) 


suits their convenience, work at a pace 
set by themselves, and are paid for the 
tasks they perform. In part, also, the 
inference is drawn from the fact that 
workers prefer work of some kinds for 
which wages are low to work of other 
kinds which pay higher wages. This is 
taken to prove that the West Indian's 
desire for income is weak. 

The facts from which the thesis is 
drawn are correct. It is true that wage 
workers in the cane fields put in short 
work weeks. Examination of the pay 
lists of four randomly selected estates 
for one out-of-crop week of 1949 and one 
in-crop week of 1950 revealed that, in 
both weeks, about 40 per cent of all 
workers worked for three days or less 
during the week and about 70 per cent 
worked for four days or less. A survey of 
employment in Antigua for a week of 
July, 1950, showed that almost go per 
cent of all wage workers in the cane 
fields worked less than thirty hours dur- 
ing the week." It is also true that work- 
ers frequently reject high-earning trades 
in favor of others with less earning 
power. Some unskilled occupational cat- 
egories in the agricultural phase of the 
sugar industry, for which payment is by 
results, give higher average hourly earn- 
ings than most other unskilled classes of 
work. In spite of this, there is a tendency 
in the community for workers to eschew 
this work. Only 6 per cent of the unem- 

"Simon Rottenberg, “Report on Unemploy- 
ment in the Presidency of Antigua” (unpublished, 
1951). The short work week in the cane fields is not 
exclusively occasioned by the free decisions of work - 
ers about the allocation of time between work and 
leisure. In some cases it results from the assignment 
of short-work-week tasks by the estate managers 
and in other cases from the stoppage of reaping 
operations by the managers when the cutting of cane 
exceeds the capacity of the available railway cars 
used for transporting cane to the mill or when cut 
ting exceeds the grinding capacity of the mill. It is 


true, however, that, these cases aside, workers also 
frequently choose a short week. 


\ 
= 


1090 


ployed surveyed in mid-1950 said they 
were seeking work in agriculture, al- 
though about 45 per cent of all employed 
persons are in agriculture and a high 
proportion of all opportunities for work 
is in this sector of the economy. 

Yet, although the facts of the short 
work week and the rejection of higher- 
earning employments are true, there are 
ways in which they can be interpreted 
other than as evidence of a strong desire 
for leisure and a weak desire for income. 
It seems to be clear that the unwilling- 
ness of workers to spend the full weeks at 
work is confined, generally speaking, to 
the cane industry. In sugar-milling, in 
construction, and in the trades and serv- 
ices, workers turn up for work regularly 
and do not absent themselves without 
cause. There are no discernible qualita- 
tive differences between cane-field work- 
ers and wage workers in other industries. 
\ll have felt the same cultural influ- 
ences, and there does not seem to be any 
reason to conclude that there is a differ- 
ential among them with respect to aspi- 
rations or incentive effects. Similarly, 
the higher-wage work which is rejected 
is always cane-field work or work in 
agriculture on other crops. The explana- 
tion for the difference in willingness to 
work between sugar-cane-estate workers 
and other wage workers must therefore 
be sought in factor other than 
aspiration for income and the goods for 


some 


which income exchanges or intensity of 
desire for leisure. Other causes do, in 
fact, suggest themselves. 

Cane-lield work for wages in Antigua 
(and elsewhere in the West Indies) ranks 
low in the occupational prestige scale of 
the community. This was quantitatively 
verified by asking one thousand adult 


persons to express an occupational pref- 


erence for their male and female children 
real or hypothetical) in a list of nine 


SIMON ROTTENBERG 


occupations for each sex. In an economy 
in which sugar-cane field labor offers an 
enormously high proportion of the total 
number of job opportunities, only 1.5 
per cent of the interviewed persons chose 
cane-field jobs for male children and less 
than 1 per cent chose this work for 
female children. Four out of every five 
unemployed persons told interviewers 
that they were looking for work outside 
of agriculture. 

The flight from the cane fields is not 
new in the West Indies. A St. Croix 
(American Virgin Islands) newspaper, 
for example, reported in 1883: 

From the time of slavery it was the habit, 
when a fairskinned slave was born and reared, 
to bring up the same as house-servant or trades 
man. Among the owners themselves the saying 
was current, “Too light to work in the field’’; 
the result of this peculiar notion has been that 
our field hands, up to this day [1882] are almost 
exclusively blacks, that fieldwork is considered 
a disgrace, an imposition on the black race and 
the parents consequently do all they can to 
withhold their children from this occupation 

. Poor whites here would rather starve than 
work in the field, such occupation being con 
sidered beneath them." 

The desire to escape from the cane 
fields and the search for prestige exert a 
powerful and pervasive influence in the 
Antiguan community. They create labor- 
force immobilities by causing workers to 
have occupational reservations which 
dampen the influence of relative wages 
as a regulator of resource allocation. The 
short work week in the cane fields and 
the rejection of cane-field work are more 
rationally explicable in these terms than 
in terms of low-level-income aspirations 
or preferences for leisure. 

Other forms of occupational reserva- 
tions in Antigua also depress the effects 
of differential prices in inducing move- 

‘3 St. Croix Avis, July 19, 1882, quoted in Albert 
A. Campbell, St Evanston, Ill., 
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ment of labor between jobs. Within the 
cane industry, male workers are known 
to be cutters or cartmen or loaders (all 
reaping crafts), and they will hold out 
for work in their own occupational classi- 
fication. Sometimes a worker will refuse 
to perform some classes of work for 
wages, but he will be willing to do the 
same kind of work to assist, without 
wages, a peasant neighbor in harvesting 
his crop. Some kinds of cane-field work 
are recognized to belong to women or 
children. Such work is considered to be 
unfit for men; men performing these 
tasks are so ridiculed by others that they 
are unwilling to accept these jobs. Out- 
side the cane fields, men will frequently 
consider that they are of a particular 
artisan’s trade and they will reject work 
in other categories, sometimes holding 
so strongly to their reservations that 
they are willing to pay the price of un- 
employment. 

That Antiguan workers sometimes re- 
ject classes of employment cannot be 
taken as clear evidence that they are 
satisfied with little income and that they 
have a high propensity to allocate time 
to leisure instead of to work. The refusal 
of employment ought rather to be inter- 
preted as evidence of occupational im- 
mobility created by compartmentaliza- 
tion of the labor force and by custom, 
tradition, and community values. The 
facts of West Indian experience from 
which the conclusion has been drawn 
that the individual supply curve of labor 
turns backward when the price of labor 
is low do not seem to confirm that con- 
clusion at all. 


The Antigua inquiry raises a funda- 
mental ~ estion about the meaningful- 
ness of the , rice-labor supply function 
for communities, such as this one, in 


which occupational immobilities are en- 
forced by intrenched cultural traditions. 
The degree of influence exerted by earn- 
ings in bringing forth a supply of labor, 
either in the form of additional workers 
or in the form of additional hours of 
work from the individual worker, will 
vary from one place to another and from 
one time to another in the same place 
and will be afiected by cultural and 
psychological factors operative in a com- 
munity. Marshall, with his characteris- 
tic perceptive understanding, saw this, 
when he said: 

The attractiveness of a trade depends on 
many other causes besides the difhcultv and 
strain of the work to be done in it on the one 
hand, and the money earnings to be got in it on 
the other.... We must take account of the 
facts that one trade is healthier or cleanlier than 
another, that it is carried on in a more whole 
some or pleasant locality, or that it involves a 
b:tter social position.*4 


Despite this parenthetical note, most 
writers treat both the aggregate supply 
of labor in a particular trade and the 
supply of labor offered by an individual 
as though they were mainly functions of 
price. Where social-prestige factors in- 
tensify occupational reservations, how- 
ever, price changes and relative prices 
may have a negligible influence on labor 
supply. 

In these circumstances, movement be- 
tween jobs and the number of hours 
worked or energy exerted at work may 
be more powerfuly affected by the value- 
system of the community than by the 
price of labor in different trades. Where 
this is true, the expression of labor supply 
as a function solely of price gives the 
economist a dull analytical tool which 
obscures perception of the really signifi- 
cant relationship. 


“ Marshall, op. cit., pp. 556-57 (italics added 
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He doctrine that consumers can 
and do pay excise taxes has lived 
a long life; it is among the more 
ancient opinions held by both profes- 
sional and lay groups about economic af- 
fairs. The theory has successfully sur- 
vived revolutions which have torn other 
seyments of economic thinking to tatters. 
So strongly is it intrenched that the few 
assaults made on it have been scarcely 
noticed 
Yet the theory has highly vulnerable 
aspects of a rather obvious character. If 
excise taxes raise prices to consumers, 
what shall be done about monetary 
theories which hold that an increase in 
aggregate demand is a necessary condi- 
tion for a rise in the general level of 
prices? Since, in fact, any tax which has 
a yield takes money out of private hands, 
a mind not beclouded with accepted tax 
theories might conclude that such taxes, 
by reducing aggregate demand, should 
lower rather than raise prices. Yet we 
solemnly explain that excise taxes are 
deflationary because they raise prices, 
that is, because they are inflationary.’ 
The following analysis attempts to re- 
vamp the theory of excise taxation to 
provide an integrated theory applicable 
to any system of excise taxes, ranging 
'l am indebted to my colleagues, Robert Dorf 


Break, William Fellner, and Howard 
suggestions in connection with 


man, George | 
S. Ellis, for helpful 
this study 
E. Cary 


Taxes in is‘ 


Brown, “Analysis of Consumption 
f the Theory of Income Determina 
Economic Review, XL (March, 


Imerican 


74°59 


tion,’ 


1959), 


from a tax on a single commodity at one 
extreme to a system of taxes levied on 
every commodity produced at a uniform 
ad valorem rate at the other extreme. 
The theory differs in a number of re- 
spects from the usual explanations of- 
fered for the effects of excise taxes. Per- 
haps the most startling is the finding 
that, at least for the case of competitive 
pricing of products and of resource 
services, excise taxes are not shifted to 
consumers. We find this doctrine to be an 
unfortunate by-product of partial equi- 
librium theory. In place of this and other 
views, the following main conclusions are 
reached: (1) A system of completely gen- 
eral and uniform taxes leaves the com- 
position of output unchanged, does not 
raise product prices, and reduces the 
money incomes of resource owners and 
does so proportionately. (2) Any partial 
system of excise taxes, including the case 
of a system restricted to a tax on one 
commodity, alters the product-mix, 
raises the prices of heavily taxed items, 
lowers the prices of lightly taxed and 
nontaxed items, and reduces the money 
incomes of certain resource owners. (3) 
All systems of excise taxes are detlation- 
ary with respect to private demands for 
products, not because they are inflation- 
ary (i.e., raise prices), but because they 
make private money incomes lower than 
they would otherwise be. The absence of 
any satisfactory explanation as to why 
excise taxes reduce people’s money ex- 
penditures has been a serious weakness 
in prevailing views. 
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Claims to novelty properly meet with 
skepticism, and the novel elements of the 
following comments may easily be over- 
emphasized. In 1939 Professor H. G. 
Brown demonstrated in a_ rigorous 
fashion that a general system of excises 
is not shifted to consumers, does not af- 
fect the product-mix, but does reduce 
factor incomes.’ For reasons not easily 
discerned, his argument has rarely even 
been thought worth refuting.* Unlike his 
approach, however, we are here inter- 
ested in constructing a theory which can 
be applied to any system of excise taxes, 
including a system which taxes the out- 
put or sales of only one commodity. 

ASSUMPTIONS AND CONCEPTS 

The analysis is limited in this paper to 
an institutional setting of perfectly com- 
petitive pricing of all resource services, 
all products, all real assets, and all 
claims. For present purposes, perfectly 
competitive pricing means that the 
actual prices are established so that the 
market for each class of homogeneous 
items is continuously cleared at a uni- 
form price. Whether competitive prices 
are established by government decree or, 
automatically, by atomistic economic 
organization is immaterial for our pur- 
poses. Whether the theory could be ap- 
plied to various types of monopolistic, 
oligopolistic, and arbitrary pricing prac- 
tices will not be explored. 

The main tools of our analysis are the 
two concepts, “income-effects’’ and 
“price-reallocation”’ effects of a tax or set 
of taxes. A particular commodity tax or 
system of such taxes may be said to have 

‘Harry G. Brown, “The Incidence of a General 
Output or a General Sales Tax,”’ Journal of Political 
Economy, XLVII (April, 1939), 254-62. 


4 Professor John Due’s studies are an exception. 
See, e.g., his article, “A General Sales Tax and the 
Level of Employment: A Reconsideration,” Na- 
tional Tax Journal, IT (June, 1949), 123 
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an “income effect’? with respect to pri- 
vate groups. Income effect means literally 
the difference in a person's money income 
occasioned by a tax. This is a general con- 
cept that may be applied to all tax 
analysis. Its meaning may be made clear 
by an illustration. If any system of flat- 
sum taxes is levied with respect to any 
specified group, the income effect of the 
tax is the difference between the income 
of each person in the group considered 
before deducting and after deducting 
the tax. The concept relates literally to 
money income; its implications as to real 
income in any of the meanings of that 
term are left open.* 

“Income effect’ is the private coun- 
terpart of the government's tax revenue. 
Any tax which has a yield, by removing 
cash from private hands, leaves private 
groups with smaller balances in amounts 
just equal to the increase in the govern- 
ment’s balance. Viewed as a liability, any 
tax may therefore be thought of as a 
subtraction from a group's private 
money incomes in the sense that any 
transfer payment made by one group to 
another may be so conceived. The con- 
cept of “income effects” therefore permits 
a full reckoning of the source of the 
government's revenue from any set of 
taxes without any unexplained shortages 

concept differs from Professor Hicks's 
concept by the same name employed in connection 
with his theory of consumer demand (cf. J. R 
Hicks, Value and Capital (Oxford, 1939], pp. 27-38 
By “income effects,’’ Hicks means the change in a 
consumer’s financial means with given prices for 
products or the change in his financial means 
necessary to leave him on the same indifference 
schedule, as the price of any commodity is varied 
The identification of income with the financial 
means of consumers is, however, net generally valid 
Expenditures can be financed from any current cash 
holding, however and whenever obtained. Hicks’s 
concept might more properly be revised and de- 
scribed as the “expenditure-power effect’’ or some 
such neutral term, to avoid the implication that 
money income is necessarily identical with the 
objective limitation on consumer expenditures 
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or leftovers. Whether this effect should 
be called “incidence” or not is to some 
extent a matter of taste, although with 
the current shortage of technical terms 
a case could be made for this usage. 

The concept of “price-reallocation” 
effects of a tax can best be defined by 
first recalling the concept of “announce 
ment effects’ developed by Pigou.® His 
announcement effects refer to any change 
which a tax makes in the alternatives 
confronting a person. Thus a lump-sum 
tax, by definition, has zero announce- 
ment effects because such a tax does not 
alter the “prices’’ on which alternatives 
may be chosen. By contrast, a tax on bill 
hoards does have an announcement effect 
because it affects decisions to own or 
construct billboards. By “price-realloca- 
tion’ effects of a tax, we mean the 
change in the allocation of resources and 
any changes in the prices of resources 
and of products required by the new al- 
location resulting from the announce- 
ment effects of the tax. Thus an income 
tax directly affects the cost of leisure 
and thus has an announcement effect in 
Pigou's sense. But, if, in fact, a person 
cannot make a different choice between 
work and leisure because of institutional 
arrangements or simply voluntarily of- 
fers the same amount of work as before, 
the announcement effect does not lead to 
a price-reallocation effect in our sense. 

\ny tax may thus be viewed as having 
two classes of possible effects: the money- 
removal or income effect and the price- 
reallocation effect. The price-reallocation 
etfect arises from the fact that a tax is 
nonneutral with respect to choices as to 
where or how to employ resources. These 
altered choices may change the com- 
position of output available to the de- 
manding public and thereby occasion a 


* Pigou, A Study in Public Finance (3d rev 
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different set of product prices to assure 
successful rationing of various products 
by price devices. The money-income 
effect is the tax-induced reduction in the 
money incomes of owners of resources, 
including human as well as nonhuman 
types, when the term “owners” is viewed 
as suftic iently broad to include those who 
obtain income by ownership of claims. 
The income effect taken by itself has no 
direct price-reallocating possibilities, 
when “‘direct”’ excludes the change in the 
financial position of various persons over 
time. A flat-sum tax cannot alter the 
terms on which alternatives are given to 
any person, but such a tax may change 
the relative pattern of money-income 
distribution. Those lightly taxed gain at 
the expense of those heavily taxed, when 
“lightly” and “heavily” are measured 
with respect to the income distribution 
existing before deducting the tax. In 
other words, the price-reallocating effects 
of a tax are to be viewed with respect to 
given tastes and to any given distribu- 
tion of financial means among buyers, 
regardless of what factors, including 
taxation, may affect buying power over 
time. 
GENERAL EXCISE TAXES 

As a preliminary to the analysis of 
general excise taxation, let us first ex 
amine the standard economic argument 
used to reach the conclusion that excise 
taxes are shifted to consumers either 
completely or partially. It is as familiar 
as elementary price theory. An excise 
tax, for example, increases the marginal 
costs of each firm in the taxed industry. 
Sellers subject to competitive constraints, 
being quantity but not price adjusters, 
restrict output, which, given the de- 
mand, simultaneously raises the price of 
the taxed item. Under “long-run” condi- 
tions some firms move out altogether 
until a new equilibrium is reached, and 
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eventually the money returns to factors 
in the taxed field become the same as 
those to homogeneous resources in non- 
taxed fields. In an industry where unit 
costs are constant, the price is raised by 
the full amount of the tax; with declin- 
ing unit costs, provided this case is 
thought possible, by more than the 
amount of the tax; and with increasing 
unit costs by less than the amount of 
the tax. The argument may be refined in 
any degree, but the basic conclusion re- 
mains--buyers pay a higher price be- 
cause of the tax. This presumed conse- 
quence of the tax is interpreted to mean, 
and this is rarely an explicit step in the 
reasoning, that consumers of the taxed 
item “really pay” the tax in some mean- 
ingful sense, whereas sellers are regarded 
as collecting the tax for the government 
from consumers. 

Lay versions of the doctrine that con- 
sumers bear excise taxes usually rely on 
the “‘cost-plus” theory of pricing. A com- 
modity tax isa cost, allegedly, and prices 
must cover costs. Hence, the higher an 
excise tax, the higher is the price of a 
taxed item. Thus people are able to con- 
vince themselves that they pay a federal 
tax of eight cents each time they buy 
a pack of cigarettes. 

Conventional economic theory of 
excise-tax shifting reveals two basic 
points: (1) the output of the taxed item 
is reduced and (2) the price of the taxed 
item is raised. The results go together. 
The price rises because the tax induces 
a restriction of output by those legally 
responsible for the tax liability. 

Does the same type of argument hold 
for a completely general and uniform 
system of excise taxation? This case pro- 
vides the logical extreme to a system of a 
single commodity tax, and here we find 
the rather curious fact that there are few 
rigorous theoretical treatments of a gen- 
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eral system of excise taxation in the 
literature. Many students have been 
disposed to generalize the conclusions 
reached for one commodity tax to any 
number. Yet it is easy to see that this 
procedure is not permissible. The twin 
facts established for a single commodity 
tax—the reduction in output and in- 
crease in price-—-require assumptions 


which do not hold for a completely gen- 
eral system of excises. Let us see why this 


is So. 

In the case of a single commodity tax 
the adjustment process is visualized in 
terms of the initial reduction of income 
or profits of firms in the taxed field, the 
subsequent attempt to restore their posi- 
tion by curtailing output and possibly 
leaving the industry altogether, and the 
price increase following from these 
moves. A necessary condition for such 
adjustments is the presence of other 
fields where money returns are relatively 
more attractive. When all commodities 
are taxed, this condition is absent. There 
is no place for resources to go which is 
not subject to taxation. Thus, any par- 
ticular seller of products or of resource 
services cannot escape his tax liability 
by entering tax-exempt fields. An excise- 
tax system levied ata uniform ad valorem 
rate on all commodities may not there- 
fore be explained by generalizing the 
conclusions found when only one excise 
tax is under consideration. 

A common method of reaching the 
conclusion that a system consisting of 
many excise taxes is shifted to buyers is 
by assumption. Sellers are assumed to 
increase prices by amounts correspond- 
ing to any increase in excise taxes.’ 

? Empirical studies of the distribution of tax 
burdens provide little aid in the solution of theo 
retical questions of tax shifting. These studies pre 
suppose knowledge of the groups, identified with 


regard to money income or other characteristics, 
who are forced to contribute to the government; and 
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Buyers may be assumed to increase their 
money expenditures sufficiently to take 
up the same output at the assumed 
higher price level." But, under competi- 
tive pricing conditions, it is impossible 


for sellers experimentally to charge 
higher prices merely because each is con- 
fronted with the legal requirement of an 
excise-tax liability. Without this possi- 
bility, there are no apparent reasons for 
supposing that money demands rise. 
This negative result gives additional 


they can be no better than the theory of incidence 
h they Chis point is illustrated by the 
interesting and important recent empirical study 
of the distribution of tax burdens by Richard A 
Musgrave, J. J. Carroll, L. D. Cook, and L. Frane, 
“Tnstribution of Tax Payments by Income Groups: 
\ Case Study for 1948,"’ National Tax Journal, IV 
March, tost), 1-53. The U-shaped pattern of tax 
burden they tind is a direct consequence of assump- 
tions that and portions of other taxes, 

ding corporate net income, are shifted to con 


on whi rest 
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rs (thid., p. 38 


* This is a common assumption. A somewhat 
different and interesting line of reasoning is adopted 
by John Due in this connection (op. cit.). The basic 
reasoning are the following: (1) sellers 
irbitrarily raise prices by the amount of the tax; 

onsumers spend the same number of dollars 
| hence obtain less output; (3) as a consequence 
nd (2), unemployment develops in the private 
sector of the economy; (4) the government steps 
into the breach and increases its expenditure by an 
ivmount suthcient to hire the released resources; 
the banking system adopts a monetary policy 
pport the higher price level; and (6) consumers, 
vith some qualifications, pay the tax. The argu- 
ves that, on certain assumptions, experi- 
of pushing up prices may succeed; 
vords, if sellers have monopoly power 
attempt to exercise it, they may in 
es before taxes when a co-opera- 
tive But it would be a 
nistake to suppose that the shifting of excise taxes 
is being Nowhere is there any explana 
tion of what people give up what amounts of money 
because of the tax. The selection of consumers as 
the ultimate taxpayers may appear plausible be 
cause it is assumed that the government takes a 
larger portion of the output and hence reduces the 
eal { private groups. But on similar 
assumptions, it could be “proved’’ that poll taxes, 
tax whatever, are shifted to con- 
sumers in the form of higher prices 
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plausibility to the argument advanced 
by H. G. Brown that with a completely 
general system of excise taxes they are 
shifted from the taxed firms to owners of 
factors and not at all to consumers. His 
argument may be briefly restated. With 
any given set of resources and any given 
set of tastes, including the government's 
expenditure policies, and with any given 
initial distribution of financial means 
among private groups, a general and uni- 
form system of excise taxes reduces the 
money earnings of each firm because the 
tax lowers the net prices of products sold 
by them. Each firm thus has an incentive 
to restrict output. This incentive means 
a proportional reduction in the demands 
for hired resources. Without the tax, the 
demand schedule of a firm for a resource 
service is a schedule of the values of its 
marginal product. With the tax, this de- 
mand schedule is the schedule of the net 
values of the marginal product of each 
type of hired resource when “‘net’’ means 
that the values are to be calculated from 
the actual price of the product as re- 
vealed by consumer payments minus the 
tax per unit of product. Thus a “wedge,” 
to use Professor Brown’s term, is driven 
between actuai price and producer's av- 
erage and marginal costs equal to the 
amount of the tax per unit. With any 
given quantity of resources, the owners 
are forced to take a lower price for their 
use, and hence the money incomes of 
owners are proportionately reduced. Thus 
a person whose income is determined out- 
side the price system, such as a govern- 
ment pensioner, is left in the same money 
and “real” position by a general system 
of excise taxes.’ 

* Ragnar Frisch came close to Brown's conclu 
sions when he persuaded H. Hotelling to abandon 
the equality condition for maximum welfare (cf 
Ragner Frisch, “The Dupuit Taxation Theorem,’’ 


Econometrica, VII [April, 1939], 145-50, and “A 
Further Note on the Dupuit Taxation Theorem,”’ 
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According to the Brown theory, a gen- 
eral system of excise taxation leaves the 
composition of output and product prices 
absolutely and relatively unchanged as 
compared with a system of taxation of 
equal yield having zero announcement ef- 
fects in Pigou’s sense. Consequently, 
there can be no basis for the doctrine 
that consumers pay such taxes. Thus 
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his positive demonstration that a general 
system of excise taxes reduces money in- 
comes only and does so proportionately, 
indicates the substantial contribution of 
his analysis.'® 

The Brown explanation of the effects 
of excises can provide a method of show- 
ing the anti-inflationary effect of the tax. 
In the interest of definiteness, the follow- 


TABLE 1 


INFLATIONARY EXAMPLE 


PERIOD O 


Consumption expenditures. 125 
Private investment 
Government expenditures 50 


Net value product 200 


Private money income before tax 
Government income* 
Private money income after tax 


Total income 


PERIOD I 


Consumption expenditures. 134 
Private investment 26 
Government expenditures 50 


Net value product 210 


Private money income before tax 
Government income 
Private money income after tax 


Total income 


PERIOD II 


Consumption expenditures 
Private investment 
Government expenditures 


Net value product 


Private money income before tax 210 
Government income 5° 
Private money income after tax 160 


Total income 210 


* Government income is a net conception, government transfer payments to private groups being thought of as 


deducted from tax revenue 


Brown has effectively exploded accepted 
theory if the latter is interpreted to hold 
that consumers do, in some sense, bear 
a completely general system of excise 
levies. This negative result, along with 


in the same issue, pp. 156-67). The possible implica- 
tions of welfare propositions for tax incidence were 
not under consideration in that controversy. 

Comparisons between general monopoly and 
perfect competition also give results almost identi- 
cal with Brown’s theory. For example, it is some- 
times claimed that general monopoly in the pricing 
of products of a certain kind results in no difference 
in the “product-mix”’ or in produce prices but only a 
redistribution of income from hired factors to 
monopolists. For a discussion of this point see Joe 
S. Bain, Pricing, Distribution, and Employment 
(New York, 1948), pp. 168-71. 


ing argument is illustrated by hypo- 
thetical figures for three periods by the 
use of the Robertsonian type of analysis 
(Table 1). Let us suppose that at the 


The Brown conclusions hold strictly only if 
leisure as well as any product from “owned re 
sources’’ are taxed at the same rate as priced 
products. Otherwise there may be some shiit of 
resources to these products. A tax on leisure would 
of course be impractical. Complications arising 
from the effects of taxes on the supply of work are 
avoided in this paper in the interests of simplicity 
of statement. It will be assumed throughout that the 
supply of all resources in the exchange sector of the 
economy is given. The approach here adopted will 
require, however, some modification of the usual 
arguments concerning the effects of excise taxes on 
the incentive to work (cf. Alexander Henderson, 
“The Case for Indirect Taxation,”’ Economic Journal, 
LVIII (December, 1948}, 538-53). 


|_| 
200 
40 
160 
200 
210 
5° : 
100 
210 
134 
26 
5° 
~ hag 
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outset the government's budget is under- 
balanced, since this state of affairs is 
typical of the times. Such a case avoids 
any implication that tax theory requires 
an assumption of a balanced budget. The 
Congress decides, let us suppose, that the 
budget should be brought into balance, 
having been persuaded that a system of 
uniform of general coverage 
would help prevent price inflation. 

In Period O the net value product is 
200, employment is full, and hence any 
increase in expenditures occasions some 
price rises. The government's budget for 
this period is underbalanced by 1o. At 
the opening of Period I, a uniform excise 
tax is introduced applicable to all com- 
modities currently produced. Prices rise 
in Period I for the reason that private ex- 
penditures rise from 150 to 160, which 
in turn is a consequence of the under- 
balanced state of the budget in Period O. 
The tax has no effect on the amount of 
private expenditures in Period [. It 
necessarily takes time for the tax liabil- 
ity to come into being, and, until it does, 
there is no anti-inflationary effect from 
the tax. The deflationary effect of the tax 
reveals itself in Period Il and subse- 
quently. Instead of private expenditures 
on consumption and investment rising 
further in Period Il, as presumably they 
would have done in the absence of a 
policy of increasing tax yields, the infla- 
tionary process is successfully brought 
to a halt." 


excises 


The monetary theory used here is the period 
analysis type as developed by D. H. Robertson, 
Banking Policy and the Price Level (London, 1949), 
appendix to chap. v (see also James K. Angell, 
Investment and Business Cycles (New York, 1941], 
pp. 13° The approach has recently 
elaborated with great skill in a treatise disguised as 
a textbook by Edward S. Shaw, Money, Income, and 
Monetary Policy (Chicago, 1950), pp. 303-94. 

The basic tenet of this approach is, in my view, 
that there is an actual period of time during which 
income accrues to a person but in which the assets 
thus acquired cannot be spent for output. It means, 


210 been 
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In real terms there is no change in 
the private “take” from the economy 
over the three periods, a conclusion 
which follows from the assumption that 
government expenditures remain un- 
changed and that the supply af resources 
also remains constant.'? This result fol- 
lows independently whether an addition- 
al tax is imposed or not. The tax keeps 
prices from rising as much as they would 
otherwise have risen, given the expendi- 
ture policy of the government. A similar 
conclusion would follow if another tax, 
such as an increase in the effective rates 
of the personal income tax, had been im- 
posed instead of the general excise-tax 
levy of the same yield." 

In the inflationary illustration em- 
ployed, the added tax stops a price rise 
already in progress because of the initial 
underbalanced budget. If it wéte as- 
sumed that the government’s budget was 
in other words, that income accruing in the “pres 
ent’? cannot be an objective determinant of ex 
penditures in the “present.’’ Positively, it is quanti 
tative theory in the Fisherian tradition of treating 
money as an objective constraint on behavior. It 
follows that present taxes cannot “finance’’ present 
government expenditures or transfers, they merely 
accrue to government. Likewise present private 
incomes cannot finance present private expendi- 
tures. Present taxes provide the government with 
cash which finances future government expendi- 
tures. This view stands in contrast to the “new 
orthodoxy,”’ which can be interpreted as an attempt 
to eliminate monetary constraints in all markets 
except the loan market. This is not an appropriate 
occasion to defend systematically the monetary 
theory here employed. 

'@ There are two slight qualifications to be made 
to this statement. Prices rise in Period I over those 
in Period O, and with constant money expenditures 
the government would get somewhat reduced sup- 
plies. Hence private groups would slightly improve 
their real position in Period I over Period O. In 
addition, there presumably would be some in- 
crease in potential output in each period because of 
the resources employed to produce more resources 
(investment) in the previous period. 

'8 The treatment of one tax by conceptually 
varying the yield of another is discussed below (see 
p. 115). 
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initially in balance in Period O and an 
additional excise tax yielding 10 in 
revenue was imposed at the opening of 
Period I, aggregate private demands 
would fall in Period II because the tax 
would have reduced private money in- 
comes in Period I below those of Period 
O. In this case the “paradox” that excise 
taxes lower rather than raise prices would 
be illustrated. 

More generally, an additional tax, in 
this case a general and uniform system 
of excise levies, by reducing money in- 
comes of private groups in the present 
period, ceteris paribus, reduces private 
demands for products in future periods. 
Other factors such as increase in govern- 
ment expenditures, private dishoarding, 
or an expansionary banking policy may 
offset or more than offset this deflation- 
ary effect. Over any period of time the 
actual change in total expenditures and 
in prices may be in any direction. But 
excise taxes operate as deflationary in- 
fluences for the same reasonsas do income 
taxes; both act as negative influences on 
private demands for products as com- 
pared with less taxation. Thus we obtain 
an explicit reason for the deflationary ef- 
fect of general excise levies. 

A completely general system of excises, 
although it reduces the incomes of all 
owners of real resources, need not reduce 
the money incomes of every person in 
the society; it may apply only to those 
whose incomes are contractual residuals 
(e.g., business profits) or whose services 
are continuously priced. Holders of 
claims of various kinds, such as debt 
contracts, some types of stock, pension 
rights, etc., need take no immediate re- 
duction in their income because of gen- 
eral excise taxation. Such persons are 
protected for the period of their con- 
tracts, by custom or legislation, from 
having to share in the reduction in the 
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private earnings, computed after tax, of 
owners of real resources. Debtors, on the 
ther hand, must take a greater than 
proportionate reduction in their net in- 
comes if all their gains computed before 
transfer payments arise from the employ- 
ment of real resources. Their total gain 
before such transfers is reduced propor- 
tionately by excise levies, whereas trans- 
fer payments made by them are left un- 
changed. 

If the Brown theory is correct, as I be- 
lieve, the theory that a single commodity 
tax is shifted to consumers becomes im 
mediately suspect, since the answer now 
depends upon the arbitrary choice of 
whether we think of a tax on a particular 
item without regard to taxes on other 
items or whether we view it as part of a 
system of excise taxation. Theory cannot 
tolerate results which depend on such 
arbitrary choices concerning methods of 
investigation. Indeed, the final solution 
to be proposed requires abandoning the 
doctrine that evema single excise tax is 
shifted to consumers. We turn next to 
this more complex issue. 


PARTIAL EXCISE TAXES 


The following propositions are to be 
demonstrated. (1) A single excise tax or 
any partial system of excise taxes results 
in some reallocation of resources in favor 
of nontaxed fields. (2) The prices of taxed 
items rise and the prices of nontaxed 
items fall; the degree of absolute rise in 
the price of taxed items is smaller when 
the coverage of the excise-tax system is 
larger. (3) Any system of excises, in- 
cluding one consisting of a single com- 
modity tax, reduces money income of re- 
sources by an amount equal to the yield 
of the tax. Those whose incomes are re- 
duced consist of the following groups: 
(a) owners of resources located in the 
taxed field; (b) owners of resources of the 
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same physical (competitive) type lo- 
cated in other fields; and (c) owners of re- 
sources producing products “comple- 
mentary” to the taxed item on the de- 
mand side. (4) The deflationary effect of 
a partial system of excises arises from the 
income effect in a fashion similar to that 
found for a general system of excise 
taxation. 

Consider first the simple case of an 
economy where only two commodities 
are produced and where all items in- 


volved are perfectly divisible and all 
prices are set at competitive levels. A tax 
exists on VY and not on V. The question 
to be answered is what difference the tax 
makes with respect to the prices of XY 
and ¥, the quantities produced of X and 
V, and the money incomes of resources 
producing VY and ¥V. Simple graphical 
representation may aid in making the 
argument detinite. In Figures 1 and 2, 
D, and D, are the demand schedules for 
NX and ¥. They are assumed to have an 
elasticity of unity at all points.'* This 
assumption is made to eliminate any 


'¢ This assumption will later be relaxed. The 


demand schedules include government demands 


along with private demands 
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possible variation in national money in- 
come because of the character of peo- 
ple’s tastes and to eliminate the need for 
redrawing the demand schedule of one 
product for a variation in the price of 
the other. 


RESONMCE SEaVICE 


Fic. 3 


Without any tax, OV of X and OM of 
Y represent the equilibrium outputs in 
the sense that the same type of resources 
earns equal marginal returns in either 
field. In Figure 3, D, is the derived de- 
mand for any particular kind of resource 
service used in both industries, and OL 
represents full employment of this type 
of resource. 

We have the additional information 
that the national product of the economy 
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(ignoring depreciation) is equal to the 
sum of the two areas ORPN (Fig. 1) and 
OSPM (Fig. 2). This total dollar sum 
also equals the total of money incomes in 
the economy, of which OV ZL (Fig. 3) is 
the amount received by the owners of 
some particular type of hired resource, 
the precise ratio of OVZL to ORPN plus 
OSPM having no significance in the case 
at hand. 

Let an ad valorem tax at a given rate 
be levied on producers of XY and no tax 
on producers of Ys This fact may be 
represented by the schedule 7, (Fig. 1). 
It is computed by subtracting from each 
demand price of X the amount of tax 
liability per unit of X. The tax liability 
is found by applying the given tax rate 
to each price. Thus 7, is a schedule re- 
vealing the net prices to sellers of X when 
“‘net’’ means actual price charged minus 
tax."® The elasticity of the net schedule 
is equal to that of the demand schedule 
for the same quantities. 

Firms producing X have their alterna- 
tives changed by the tax. This “an- 
nouncement effect’ takes the form of an 
incentive to reduce the output of X be- 
cause, with competitive pricing condi- 
tions, such action reduces entrepreneurs’ 
apparent tax liability. The incentive con- 
sideration can be stated in terms of 
marginal costs exceeding at the same out- 
put the net price of X, that is, actual 
price minus tax. This desire to restrict 
the output of Y means that the firms in 
question stand ready to hire a smaller 


's This method of representing an excise tax 
was suggested by Edgeworth (cf. Papers Relating to 
Political Economyni1, 68-69). It has marked ad- 
vantages over the usual procedure. It avoids the 
assumption that a tax is economically identical with 
costs. Since this issue is controversial, it should not 
be begged by the graphical method of representing 
the tax. On the purely graphical level, cost curves 
are typically more numerous than demand curves, 
and hence fewer redrawings are necessary. The dan- 
ger of the procedure is that the unwary reader may 
confuse net price with actual price. 


quantity of resources at any given set of 
prices for their services. If, for example, 
the demand for the hired service L by 
firms in the taxed field is w, without the 
tax (Fig. 3), it becomes smaller, say w,, 
with the tax. The condition for the out- 
put of X to remain unchanged in the 
presence of the tax is a reduction in the 
prices of services employed to produce XY 
consistent with the reduced demand and 
the quantity of the resources in ques- 
tion.”® 

Any actual reduction in the output of 
X requires that resources move from the 
production of X to the production of Y. 
Owners of resources need not take the 
reduction in their incomes, which is a 
condition for remaining in the taxed 
industry, provided their resources are 
capable of producing Y. Equalization of 
earnings at the margin is achieved by 
selling more services to industry V. As 
resources move to ¥,, the output of Y in- 
creases and the price of Y decreases; the 
output of XY decreases and the price of X 
increases. The output of Y rises, say, to 
OM’, with the accompanying fall in 
price to P’M’ (Fig. 2). Similarly, the out- 
put of X falls, say, to ON’ and is accom- 
panied by a rise in price to N’P” (Fig. 1). 
This change in resource allocation, prices, 
and output occurs because the tax re- 
duces earnings in X relatively to those 
in Y. 

The same conclusions would follow as 
far as the allocation and price changes 
are concerned if, instead of a tax, an 

* The implicit prices of nonhired resources em 
ployed by firms producing X fall automatically as 
earnings are reduced by the tax. They will continue 
to produce X only if they cannot obtain a higher 
explicit or implicit price producing VY. Such re 
allocation of resources is easily managed if the same 
firms produce both X and VY but will occur under 
competitive conditions even if this is not the case. 
Hired resources are usually thought of as more 


mobile than nonhired resources, but no difference 
in principle is involved. ‘ 
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relative demands 
}, but with one 
case of a 


equivalent shift in 
occurred in favor of 
important difference. In the 
tax there is an absolute reduction in the 
money earnings of resources. Within the 
framework of a given aggregate demand 
for the two commodities, the tax on X 
reduces the demand for resource services 
employed to produce X. Graphically, 
these facts are shown by the shift of the 
demand schedules for any typical hired 
(hig. The 
marginal value product of this type of 
resource has fallen because of the tax, 
when by value product we mean the 
price the employer realizes for a unit of 
the product, that is, the actual price 
minus tax. Here we have the same 
“wedge’’ driven between product prices 


service from w, to w, 3). 


and resource prices noted in connection 


with a general system of excise taxes. The 
aggregate demand for this type of re- 
source service on the part of all firms 
must fall because one of its component 
parts, namely, w,, falls. Thus D; (Pig. 3) 
falls to Dy. A condition for full employ 
ment of hired resources is a fall in their 
prices. This condition is shown as a de- 
cline in the price of the hired resource to 
Z'l. (Vig. 3). The income effect of the 
tax on the owners of the hired resource 
in question is shown by the area UVZZ' 
(Tig. 3). 

\ shift in the demand for products, as 
compared with a tax, would result in a 
decline in the derived demands of the in- 
dustry losing sales and a corresponding 
increase on the part of the industry 
gaining It would not imply any 
decrease in private money incomes in the 


sales 


aggregate 

If by “profits” is meant the earnings of 
resources owned within the enterprise, 
the tax initially reduces profits in the 
taxed field by the full amount of the tax. 
This “squeeze” is relieved by a decline in 
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money costs to the firm because of the 
fall in the prices of hired resources. This 
fall is an indirect and unforeseen conse- 
quence of the action of taxed firms re- 
ducing their demand for hired resources. 
But profits in the taxed industry remain 
lower absolutely and also relatively to 
those in Y unless the resources owned 
within the enterprise are also mobile 
with respect to product Y. If they are 
specialized, they recover some of their 
initial reduction in money incomes by a 
lowering of costs, but that is all. If they 
are mobile, they can produce ¥ directly 
and thus directly compete for money in- 
come with owned resources located in 
industry ¥. We immediately see that if 
all resources are completely mobile with 
respect to the production of X and Y 
if, in other words, the compound-produc- 
tion relation between X and F¥ isa linear 
one--the tax reduces all resource earn- 
ings proportionately regardless of where 
resources are located. In this case a “‘dif- 
fusion theory”’ of excise-tax shifting be- 
comes approximately valid. 

The generalization of the analysis 
above to any number of products does 
not change the substance of our conclu- 
sions. Let us retain the assumption that 
the demand for each product has an 
elasticity of unity. In place of the single 
industry V’, consider any number. By the 
same line of reasoning, the tax forces re- 
sources out of X industry and into ex- 
empt fields. If these resources were de- 
manded in every industry, they would 
distribute themselves among all, slightly 
increasing the output of each and thus 
slightly lowering the product price of 
each. If, as may be more typical, re- 
sources used in the taxed field were di- 
rectly competitive with resources in only 
a portion of the exempt industries, the 
output these would increased , 
whereas others would be unaffected. A 
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tax on the sale of new automobiles would, 
for example, release resources to the 
production of other manufactured items, 
but probably would not affect the out- 
put of milk in Idaho. The allocation, 
price, and income efiects of the tax would 
be restricted to industries which compete 
for the use of the same type of resources. 

The theory that a single commodity 
tax has adverse financial effects only 
upon the taxed industry and its cus- 
tomers depends for its plausibility upon 
an oversight. With a large number of 
industries, a tax on one product changes 
the prices, outputs, and money incomes 
of resources located in outside fields only 
slightly. These effects can easily go un- 
observed. The methodological assump- 
tion commonly employed in partial equi- 
librium analysis that the prices of factors 
are unaflected under competitive condi- 
tions by the demand for them in one 
industry has, in addition, accidentally 
lent added support to this oversight. 
Actually each industry must have some 
effect on aggregate demand for resource 
services, since the latter is an aggrega- 
tion of industry demands. A contrary 
assumption is fatal for understanding 
how and from whom a government is 
able to extract cash by the employment 
of excise levies. The decline in the de- 
mand for services by taxed firms reduces 
money costs in all industries using these 
resources, and it is this fact which lowers 
the prices of nontaxed commodities. 
Partial equlibrium analysis in the ordi- 
nary sense cannot give a correct explana- 
tion of the effects of excise taxes. 

The greater the coverage of a system 
of excise taxes, the smaller would be the 
rise in the price of any item taxed and 
the larger would be the decrease in the 
prices of exempt items. Greater tax 
coverage restricts the opportunities of 
resources to move out of the taxed field, 


and hence the outputs of taxed items 
are reduced less and the price rises are 
smaller. On the other hand, the smaller 
the area of tax exemption, the greater 
will be the incentive to invade the area to 
restore lost earnings, and hence the 
larger will be the output effect and the 
price decline in exempt fields. A system 
of excise taxation of, say, go per cent 
coverage of sales would reveal itself 
more in declines in prices of exempt 
items than in increases in the prices of 
taxed items. In the case of complete 
coverage there is no allocation effect and 
hence no product-price effect--only a re- 
duction in money earnings. For this case, 
Professor Brown's observations hold 
without qualitication. 

The restriction that the demand for 
each commodity has an elasticity of 
unity may now be removed. Very com- 
monly, the government selects for excise 
taxation those items which are regarded 
as capable of yielding large amounts of 
revenue. These commodities have large 
sales and are often believed to have in- 
elastic demands. The federal tax on 
tobacco products, particularly cigarettes, 
is a good illustration of such a case. It 
satisties the political conditions of pro- 
viding large revenues easily and without 
apparent deleterious effects on the indus- 
try. These conditions, combined with the 
peculiar human tendency to welcome 
outside punishment of one’s vices and 
the fervor of the self-righteous to make 
other people's vices expensive, may ex- 
plain why a democratic people tolerate 
heavy taxation of one of their favorite 
commodities. Since the doctrine that 
excise taxes are shifted to consumers 
seems especially plausible when the taxed 
commodity has a highly inelastic de- 
mand, it becomes a test case for our 
theory. 

Let us return to the case of two com- 
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modities only, X and Y, but now assume 
the demand for X to be highly inelastic. 
For this condition to hold, the demand for 
¥ must shift downward as the price of Y 
rises. The substitution effect between XY 
and ¥ is small, and the Hicksian income- 
effect operates mainly on Y. A rise in the 
price of X is equivalent to removing some 
cash from buyers, since they would have 
to spend more dollars to buy the same 
quantity of XY, and this reduction oper- 
ates mainly to lower the demand for ¥.."7 
In terms of cross-elasticity concepts, our 
assumptions make Y and X comple- 
mentary. It should be kept in mind, 
however, that these relations are not 
necessarily reversible."* Under competi- 
tive pricing conditions, the price of the 
taxed item is not automatically increased 
merely because of the inelasticity of the 
demand for it. A necessary condition is 
that the tax induces a curtailment of out- 
put of the taxed item. Once, however, 
sellers begin the process of restricting 
output in an effort to reduce their tax 
liability, the shifting process with re- 
spect to the income effects occurs both 
through the demand and supply of non- 
taxed items. With the reduction in the 
output of X, people spend more money 
for X and less for ¥. The shift of re- 
sources reduces the income of competing 
resources producing VY, whereas the 
shift in consumer expenditures directly 
reduces the money income of resources 
whatever their physical characteristics used 
to produce FV. 

Given any number of products, a 
government policy of selective taxation 
of those products whose demands are in- 
elastic has the effect of reducing the de- 

'? Hicks, op. cit., pp. 48-52 

"Cf. George Stigler, Theory of Price (New York, 
1940), pp. 88 8g. An analysis and evaluation of vari- 
ous theories of interrelated demands is given by 


Henry Schultz, The Theory and Measurement of 
Demand (Chicago, 1938), pp. 569-654 
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mands, prices, and incomes of resources 
producing other things.'* These other 
things are the commodities which buyers 
are prepared to forego. Heavy taxation 
on such items as liquor and tobacco may 
fall most heavily on producers of food 
items if it is true, as some maintain, that 
people prefer drinking and smoking to 
eating. Actually the choice turns out not 
to be such a hard one after all, because 
the reduction in the demand for the com- 
modities people regard as less essential 
automatically reduces their prices and, 
what is more significant, leaves the out- 
put of them somewhat greater because 
the tax must reduce somewhat the quan- 
tity of resources used in the taxed field 
and thus make them available to non- 
taxed industries. 

A final step necessary to our discus- 
sion of partial excise taxes levied in a 
competitive world concerns the deflation- 
ary or anti-inflationary effect of the tax. 
It was earlier argued that a completely 
general system of excise taxation re- 
duces private demands for products 
through the income effect of the tax. In 
that case, each person, or rather each 
owner of real resources, is found to have 
a lower money income. | have attempted 
to identify these persons in the case of a 
system of partial excises. They consist of 
owners of real resources, including of 
course labor power, located in the taxed 
fields and all resources competitive with 
those in the taxed fields. This competi- 
tion may be restricted to the supply side 
if the demands for taxed items have an 
elasticity of unity or more but must also 
operate on the demand side if they have 
an elasticity of less than one.’ In the 

'® A policy of this type may give results closely 


similar to that of a completely general tax without 
the administrative inconvenience of a general levy. 

* The interrelations among commodities is a 
complicated subject and is pursued here only as 
far as is necessary to show the general pattern of 
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latter case, the group whose income falls 
is much larger, although the reduction 
in income per unit of resource is smaller 
as compared to cases of elasticity of less 
than one. 

The deflationary effect follows from 
the fact that these resource owners find 
their money incomes smaller because of 
the tax. Consequently, they spend less 
money in subsequent periods than they 
would spend if their incomes had not 
been reduced, and therefore the general 
level of money prices, including taxed 
along with nontaxed items, is lower 
than it would be if no such tax had been 
imposed or, if already in existence, had 
been repealed. Another way of saying the 
same thing is that any tax reduces the 
government's deficit or raises its surplus, 
and hence the government's net income- 
generating effect, leaving debt opera- 
tions aside, is lessened. 

Some students of tax theory object to 
comparing a situation with a tax to one 
without a tax.’ Let us compare a system 


tax eflects. If the taxed product has an elasticity 
of unity or more, there may be negative repercus- 
sions with respect to the incomes of those producing 
other commodities. If the elasticity is less than 
unity, there must be such negative repercussions. 

2! Professor Musgrave, who has made several im- 
portant contributions to tax theory, believes it im- 
proper to explain a tax in terms of a no-tax alterna- 
tive. The following passage indicates his reasons: 
“But, if we wish to study the incidence of taxation 
as such, it must be recognized that this incidence 
cannot be thought of in absolute terms: an alterna- 
tive means of finance must be substituted when the 
prevailing taxes are “thought away,” and this 
means that the result will necessarily be in differ- 
ential terms” (Musgrave ef al., op. cit., p. 8). I re- 
gard this view as needlessly restricting. If a tax 
of $10 per head is levied on people with red hair, 
to take a simple case, it is meaningful to say that 
any redheaded person pays a tax of $10 for the 
period in question and that the government col- 
lects in revenue an amount equal to $10 multiplied 
by the redheaded population. From this fact, one 
observes that the government’s deficit is smaller or 
its surplus larger. The deflationary effect of the tax 
is explained by observing that redheaded persons 
have to economize in the future because their 
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of partial excise taxes with another 
system of taxation with assumed known 
allocation and income effects. To make 
such a comparison, it is logically neces- 
sary to find a system of taxation whose 
characteristics may be assumed to be 
fully known in advance. Let us take a 
system of head taxes as such a case, and 
assume that no one commits suicide to 
escape it. Thus the tax has no announce- 
ment effects and hence no price-alloca- 
tion effects. Let us further assume that 
the tax system in question happens, and 
this requires a stretch of the imagination, 
to be proportional with respect to the 
money income of each person in the 
society.” This assumption means that 
the tax system in question is neutral 
with respect to the relative distribution 
of personal net income. Let us now sup- 
pose that a system of excises consisting 
of a levy on a single commodity is intro- 
duced, subject to the condition that the 
head tax is reduced in such a manner 
as to remain proportional to money in- 
come and to leave government revenue 
unafiected in the aggregate. 
present expenditure power has been reduced. We 
may also note that in net income terms redheads 
lose relatively to other groups. All these matters 
presuppose knowledge of the incidence of the tax in 
the sense of knowing who parts with the money the 
government obtains. Furthermore, to explain taxes 
solely with reference to a compensating variation 
of some other tax presupposes knowledge of the 
latter. But how does one get the necessary knowledge 
of the tax to be used as a touchstone except by 
reference to a no-tax situation? At some point, un- 
less the effects of a tax can be assumed to be in 
tuitively known, comparisons with no-tax situa- 
tions are unavoidable. There are no insuperable 
difficulties in conducting analysis in terms of no 
tax alternatives provided that close attention is paid 
to the time factor. A tax existing today must be 
compared to today’s situation without a tax rather 
than thinking of a tax without a time dimension 
The latter approach quickly degenerates into specu- 
lative history, and out of this morass few can climb. 
» A host of problems, such as the proper treat- 
ment of impersonal income (e.g., undivided profits), 
the definition of income, and the treatment of family 
income are ignored. 
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The excise tax reduces immediately 
the profits of firms in the taxed field. As 
long as they do not take steps to shift the 
tax, their income is smaller, whereas 
everyone else’s income, computed after 
deducting the head tax, is larger. But 
entrepreneurs in the taxed field have an 
incentive to restrict output; they thereby 
reduce the income of hired resources in 
their own industry and of similar re- 
sources in other industries. Both these 
groups now find their income falling by 
just the amount of the increase in the 
profits, before tax, of the taxed firms. If 
the elasticity of demand in the taxed 
tield is unity or larger, the spreading of 
the tax burden proceeds in this fashion. 
Any competition by resources leaving the 
taxed field, to the extent it is successful, 
increases their earnings at the expense of 
others. This competition for income is to 
be viewed pragmatically; an owner who 
moves his resources out of the taxed field 
to increase his income may or may not 
succeed. 

In the special cases where either all 
resources are completely mobile or the 
demands for all products except the 
taxed one are reduced in proportion, all 
resource owners are left with heavier 
taxes, and only the persons whose in- 
comes are determined outside the price 
system gain absolutely in money terms. 
They gain because their income before 
tax remains the same, whereas the head 
tax on them is reduced. Unlike the no-tax 
comparison, there is no net deflationary 
effect on private demands for output. 
Those outside the price system now take 
the place, in part, of those within it at the 
counters for goods and services. They 
gain absolutely in money and in real 
terms. They may lose some part of this 
gain if they happen to prefer taxed items 
or they may gain even more if they hap- 


EARL R. ROLPH 


pen to prefer nontaxed or lightly taxed 
ones 

Thus the pattern of tax-shifting and 
the effects on product prices do not de- 
pend in any fundamental way upon 
whether we look upon any particular 
tax--in this case, a partial system of 
excise taxes—-as imposed in a setting 
where another tax is conceived as re- 
duced, or think of a tax as a net addition 
to the revenue, provided close attention 
is paid to the time dimension. 


CONCLUSIONS AND IMPLICATIONS 

The previous discussion has attempted 
to show that a uniform system of excise 
taxes of a completely general type does 
not raise prices to consumers, does not 
change the composition of output, and 
does reduce money incomes of resource 
owners proportionately. This theory has 
been carried into the field of partial excise 
taxation, including a system consisting of 
a single commodity tax, giving the con- 
clusion that such systems do not raise 
prices in general but raise some and 
lower others. These relative changes re- 
flect the change in alternatives confront- 
ing legal taxpayers and the repercussions 
following from their altered choices. All 
partial systems of excises lower money 
incomes of owners of resources in the 
taxed field, of those producing products 
complementary to taxed items, and of 
those whose services are competitive on 
the supply side with resources in either 
of these two fields. The theory can give, 
but need not give, a diffusion result if by 
diffusion is meant a completely general 
reduction in money incomes. Whether or 
not this occurs depends in principle on 
the empirical setting. In an economy like 
that of the United States, with its vast 
areas oi resources which are highly 
specialized with respect to relatively 
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narrow groups of products, a diffusion re- 
sult for a partial system of excises is 
prima facie implausible. When account 
is taken of the many groups whose in- 
comes are in part protected from the 
operation of the price system, the dif- 
fusion result becomes virtually im- 
possible. Consequently, confident as- 
sumptions that excise taxes are shifted to 
everyone are not proper. Yet it should be 
emphasized that the present theory in- 
cludes a larger group of taxpayers in the 
income-efiect sense than does the usual 
explanation. 

The price-reallocation effects reveal 
that a tax not only reduces the quantities 
of the taxed items but increases the 
quantities of other things. The latter fact 
has been emphasized in this discussion, 
and it carries with it the implication that 
the assumption that consumers in gen- 
eral are necessarily made worse off by 
excise taxation is a theoretically defunct 
proposition.*? No theoretical presumption 
exists that excise taxes either improve or 
worsen the general welfare; the result de- 
pends upon the precise characteristics of 
the tax system in question and the in- 
stitutional setting. There is nothing 
fundamentally new about these observa- 
tions. Professor Pigou analyzed several 
such possibilities some time ago.”* Neither 
he nor others took the next step of 
pointing out that a system of excises can- 
not improve the position of consumers 

** For a discussion of this point see Earl R. Rolph 
and George F. Break, “The Welfare Aspects of 
Excise Taxes,’’ Journal of Political Economy, 
LVII (February, 1949), 46-54 

4 A.C. Pigou, The Economics of Welfare (4th ed.; 
London: Macmillan & Co., 1948), pp. 192-203, 
223-25 


taken as a whole and yet also worsen 
their position. Conventional theory gives 
just such contradictory conclusions. 

The previous suggestions yield two 
important implications for fiscal policy. 
In fiscal policy discussions all taxes are 
treated as negative influences on private 
demands for products. Yet, with regard 
to excise taxation, it has been difficult to 
show how these taxes reduce private de- 
mands in a fashion parallel to that for 
other taxes. The present theory may 
help overcome this difficulty. Fxcise 
taxes, because they reduce private 
money incomes, operate in a fashion 
strictly comparable with so-called ‘‘di- 
rect taxes.’’ Thus one simplification is 
achieved. 

In addition, our analysis suggests that 
we must first learn the identity of those 
whose incomes are adversely affected by 
taxation before speculating or empirical- 
ly investigating the likely quantitative 
effects of any particular tax measure 
upon private expenditures for output. 
Tax theory is a necessary preliminary to 
fiscal policy theory. 

If the proposed revision of excise-tax 
theory has merit, tax theory appears to 
be in its infancy. Economists have per- 
haps let inherited notions and ‘‘man-in- 
the-street’’ economics unduly influence 
their thinking concerning the effects of 
excise taxes. The issues are not tobe 
settled by public opinion polls or even by 
the laborious collection of data. If em- 
pirical answers to tax questions are to 
be obtained, the first issue is how to 
formulate the questions. This is the task 
of theoretical endeavor. 
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I. WORKABLE COMPETITION 
AND THE A & P CASE 


N 1939 Professor J. M. Clark demon- 
strated certain paradoxes in the con- 
ception of competition, the implica- 

tions of which are every year becoming 
more apparent.’ The basic paradox was a 
simple one: where given markets are in 
some respects incorrigibly imperfect, an 
attempt to enforce more perfect competi- 
tion in other respects may produce a 
poorer rather than a superior economic 
performance. Workable competition, in 
inevitably imperfect situations, may re- 
quire offsetting imperfections. 

The most provocative aspect of the 
A & P case’ is that it involves the kind of 
paradox envisaged by Clark. A & P was 
convicted under the antitrust laws be- 
cause the Department of Justice and the 
courts inferred an attempt to monopo- 
lize, largely from abuses of the com- 

* This article is part of a broader study of the 
vertical relationships between large and small busi 
nesses under the antitrust laws, conducted by the 


authors under the auspices of the Cornell University 
Social Science Research Center 

‘Toward a Concept of Workable Competition,” 
reprinted in the American Economic Association, 
Readings in the Social Control of Industry (Phila 
delphia, 1942), pp. 452-75. 

* United States v. The New York Great Atlantic 
and Pacific Tea Company, Inc., et al., 67 F. Supp. 
626 (1946), 173 F. 2d 79 (1949), and Civil Action No 
52-130, hled September 15, 1940 


pany’s buying power. Monopsonistic 
power, employed to produce price dis- 
crimination, is clearly incompatible with 
pure competition. Yet, as certain recent 
critics of the Department of Justice (no- 
tably Professor M. A. Adelman) have in 
effect argued,’ in the circumstances of the 
industry, A & P’s power and tactics may 
have produced a better performance than 
would otherwise have been forthcoming. 
In short, Clark’s “principle of offsetting 
imperfections” is invoked.‘ 

The requirements of workable com- 
petition do not offer a blanket indorse- 
ment of all offsetting imperfections or of 
any particular kind of imperfections at 
all times and places. If an intelligent 
public policy should balance the con- 
flicting and offsetting kinds of market 

3M. A. Adelman, “The A & P Case: A Study in 
Applied Economic Theory,’ Quarterly Journal of 
Economics LIII (1949), 238-57; “The Great A & P 
Muddle,” Fortune, XL (December, 1949), 122-25 
et passim; and an unpublished dissertation, “The 
Dominant Firm, with Special Reference to the 
A & P Tea Co.” See also “Trouble Begins in the 
‘New’ Sherman Act: The Perplexing Story of the 
A & P Case,” Vale Law Journal, LVIII (1949), o60 


«A & P’s buying policies were not the only ones 
involved in the case, and they did not stand alone as 
the basis for conviction. (A & P’s selling policies, 
and its vertical integration, which are similarly 
illustrative of a growing gap between economists and 
the antitrust authorities, are considered in another 
study, now in preparation.) But these policies are at 
the core of the opposing contentions and illustrate 
clearly the broader issues at stake. 
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power, the decision can only be made 
case by case on the basis of the relevant 
facts in each. Neither the Department of 
Justice nor the courts attempted such a 
systematic economic assessment in the 
A & P case, because the law does not re- 
quire it. The present essay seeks to do 
so: to examine the facts in food distribu- 
tion to see to what extent A & P buying 
power and policy did indeed contribute 
to a more workably competitive situa- 
tion. 

If such an investigation is to have rele- 
vance to antitrust policy, it must simul- 
taneously attempt to differentiate, among 
the allegedly beneficial consequences of 
A & P activities, those which the govern- 
ment attacked and those which it did 
not. It is the alleged economic contribu- 
tion of the illegal policies with which we 
are primarily concerned and which alone 
may appropriately be incorporated in an 
attack on antitrust policy. Our conclu- 
sion is inevitably equivocal; but our 
findings seem to minimize the beneficent 
consequences of these particular actions 
and hence indirectly to vindicate the 
Department of Justice.® 

A detailed reference to the facts might 
be justified merely because of the cate- 
gorical and often intemperate attacks 
upon the Department. More important, 

’ The antitrust laws attack size when the power 
which it confers has been abused in such a way as to 
put competitors at an unfair disadvantage. Proof of 
the power, the abuse (or intent so to abuse it), and 


the potentiality of injury to competitors ordinarily 
suflices for conviction. 


*A conclusion upholding the government does 
not necessarily exonerate the authorities from the 
charge of failure to consider these economic ques- 
tions. As Adelman has pointed out, the government 
may at best have been right for the wrong reasons 
(‘Note on Price Discrimination and the A & P Case: 
Comment,”’ Quarterly Journal of Economics, LXV 
{rgst}], 280-81). It may be appropriate for the 
authors to state at the outset their own conviction 
that such a conjuncture (of economic and legal 
logic) is not entirely fortuitous. 
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we are dealing here with a basic differ- 
ence of opinion about the orientation of 
antitrust policy. The significance of this 
conflict extends beyond the confines of 
the A & P case. 


Il. LEGAL AND ECONOMIC VIEWS OF 
THE BIG BUYER 

The attitude of the Department of 
Justice and the courts toward A & P's 
use of its monopsonistic power was suc- 
cinctly summarized by Judge Minton, 
speaking for a unanimous Court of 
Appeals: 

The buying policy of A & P was so to use its 
power as to get a lower price on its merchandise 
than that obtained by its competitors. ... It 
used its large buying power to coerce suppliers 
to sell to it at a lower price than to its competi- 
tors on the threat that it would place such sup- 
pliers on its private blacklist if they did not 
conform, or that A & P would go into the manu- 
facturing business in competition with the re- 
calcitrant suppliers. . . . 

The purpose of these unlawful preferences 
and advantages was to carry out the avowed 
policy of A & P to maintain this two-price level 
which could not help but restrain trade and 
tend toward monopoly. Furthermore, to obtain 
these preferences, pressure was put on suppliers 
not merely by the use but by the abuse of 
A & P’s tremendous buying power.? 


Few lawyers, it seems certain, would 
agree with Adelman’s contention that 
the court was here attacking nothing 
more than the legitimate and inescap- 
able advantages of “size, efficiency and 
integration.’’* The key words in Justice 
Minton’s statement are ‘“co- 


erce,”’ “unlawful (preferences),’’ and 
“abuse.” A & P was convicted of ‘““monop- 
olizing’’ and attempting to monopolize 
because, the evidence convinced the 


7173 F. 2d 79, 82, 88 (1949). 

*“The abuses in the A & P case, if examined in 
detail, turn out to be only a complicated way of 
describing size, efficiency and integration” (“Re- 
joinder on the A & P Case,” Journal of Marketing, 
October, 1950, p. 219). 
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courts, it had a systematic policy of coerc- 
ing suppliers into granting unlawful dis- 
counts.’ These legal criteria give rise to 
vexing problems of definition: W hen does 
aggressive bargaining by a large company 
become coercion? What ingredient con- 
verts use of bargaining power into abuse? 
Kut must be made 
under the rule of reason. Li A & P was 
really convicted only for its size and 
efliciency, the entire effort of the courts 
in the last forty years to differentiate size 
and monopolizing has been a sham, no 
critic of the A & P decision, to our knowl- 
edge, has yet explicitly proposed jetti- 
soning the distinetion.'” 

The legal doctrine implicit in’ the 
above findings by Justice Minton is thus 
entirely compatible with the opinion of 
Justice White in the Standard Oil case 
of roi." The importance attached in 
that case to Standard’s coercion of rail- 
roads to give it rebates, and to its local 
price discrimination, is particularly ap- 


such distinctions 


*See Carl H. Pulda, “Food Distribution in the 
United States: The Strug 
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posite. In view of the clarity with which 
the law speaks on these issues, it seems 
inappropriate for observers to direct their 
criticisms at the law-enforcing authori- 
ties. 

Economists, too, have always accepted 
the necessity for setting up standards of 
fair competition, so as to confine the 
competitive process to rivalry in the 
etlicient service of the consumer. At the 
core of the delineation has been the dis- 
tinction between advantages attribut- 
able, on the one hand, to bargaining 
power and, on the other, to efficiency. It 
seems clear that the exaction of preferen- 
tial prices from suppliers may be con- 
demned on economic grounds." 

The economic justification of the big 
buyer may be traced back to the contro- 
versies over the chain stores and the 
Robinson-Patman Act in the 1930's." 
Adelman has applied it dramatically to 
the A & P case, and the A & P Company 
has taken substantially the same argu- 
ment to the public. The argument may 
best be summarized it, the following 
propositions: 

\. The big buyer has the following advantages 
over a host of small buyers: 

1. Superior coverage of the market, ie., su 
perior knowledge of market conditions 
and hence ability to buy more prudently. 

"See W. H. S. Stevens, Unfair Competition 
(Chicago, 1917), chap. vii; John P. Miller, Unfair 
Competition (Cambridge, 1941), pp. 25-26, Myron 
W. Watkins, Jndustrial Combinations and Public 
Policy (Boston, 1927), chap. v; Corwin D. Edwards, 
Waintaining Competition (New York, 1948), pp 
160-69; J. M. Clark, Social Control of Business (2d 
ed.; New York, 1930), pp. 131-34. See also the 
authors’ “Price Discrimination at Law and Eco 
nomics,” to appear in the spring, 1952, issue of the 
{merican Journal of Economics and Sociology 

See the judicious evaluation by Professor 
Arthur R. Burns, “The Antitrust Laws and the 
Regulation of Price Competition,” Law and Con- 
temporary Problems, IV (1937), 300, 313-19. Cf 
R. M. Cassady, “The Integrated Marketing Institu- 
tion and Public Welfare,”’ Journal of Marketing, V1 
(1942), 259-62; and Edwards, op. ctt., pp. 160-69. 
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2. The capacity to take on new manufactur- 
ing and distributive functions (e.g., bro- 
kerage and advertising for suppliers) in 
addition to retailing proper and, if not to 
perform them more efficiently, at least to 
offer competition in this way to established 
agencies of distribution 
rhe power to exact price concessions by 
threat of withdrawal of patronage 
) the exercise of these capacities the big 
ver contributes to more workable com 

tition in two ways: 

It beats down suppliers’ prices, 

a) By getting “inside the market” in a 
nondiscriminatory fashion, i.e., taking 
advantage of its broader coverage of 
the market to find bargains, and 

b) By exacting discriminatory concessions, 
under whatever guise. Suppliers in an 
imperfect market, reluctant to reduce 
prices openly, may be persuaded to ex- 
tend secret, discriminatory discounts 
to get large orders 

c) The lower prices obtained under both 
(a) and (6) above have a tendency to 
spread. These savings enable the large 
firm to put pressure on its competitors, 
who return to their suppliers and de- 
mand better terms. Thus in the end the 
spread is narrowed between high- and 
low-price suppliers, and all are drawn 
into price competition. 

. It improves resource utilization in the 
entire industry: 

a) By cracking rigid suppliers’ prices and 
introducing intensified competition at 
all levels of the distributive process, it 
helps weed out the unfit and forces 
additional attention to cost redufttion. 

b) By exacting price concessions, it&hifts 
the emphasis of supplier competition 
from advertising to price."4 

©) By performing distributive functions 
more efficiently: its own buying offices 
supplant brokers, and its own adver- 
tising expenditures serve the double 
duty of promotion for itself and its 
suppliers ; 

d) By making possible a fuller utilization 
of suppliers’ plants.'s 

So, whether the lower prices obtained 

by A & P represented merely superior 
knowledge of the market or coercive 
bargaining, and whether or not, in the 


latter case, the discounts were justified 
by cost saving or the performance of ad- 
ditional functions, they contributed to 
lower prices and better utilization of re- 
sources. It is these two alleged contribu- 
tions of A & P buying policy, summa- 
rized under B, 1 and 2, above, which the 
ensuing discussion attempts to evaluate 
(the first in Sec. II], the second in Sec. 


- IV, below), in the light of such facts 


about the food industry as the authors 
have been able to bring to bear. We set 
aside for discussion under the second 
heading the issue of whether the price 
concessions were justified by cost saving 
to suppliers. The first alleged benefit is a 
distinct one: the big buyer may force 
down prices merely by virtue of its su- 
perior knowledge and bargaining power. 


Il. A & P BUYING POLICY AND 
PRICE REDUCTIONS 


It is not an adequate justification of 
A & P buying power and policies (ad- 
mittedly a market impurity) that they 
offset mere imperfections in the markets 
in which the company purchased. The 
appropriate question for investigation 
appears to be the workability of compe- 
tition among its suppliers in the presence 
or absence of illegal buying pressures. 


“ “The seller, instead of buying more advertis- 
ing, in effect cut his net price for the sake of A & P 
patronage. To him, a cut in price and an advertising 
expenditure stood on the same footing—each was a 
temporary sacrifice for the sake of a future gain 
(Adelman, “The A & P Case,” of. cét., pp. 253-54) 

*s Adelman offers the pervasiveness of excess 
capacity in refutation of the alleged necessity for 
suppliers’ recouping on sales to other retailers the 
discounts granted A & P and concludes that “dis 
crimination in favor of A & P has, in fact, probably 
resulted in higher output produced at lower cost 
and sold at lower prices to consumers” (ihid., p. 252). 
Burns (op. cit., pp. 316-19) points out that a large 
buyer may make possible fuller utilization of a 
smaller total plant by piacing large orders for future 
delivery and by breaking down the pattern of rigid 
prices and curtailed output among suppliers in 
periods of diminished demand 
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WORKABILITY OF COMPETITION AMONG 

& PS SUPPLIERS 
The first and most obvious assump- 
tion of the supporters of A & P must be 
that it deals with powerful suppliers and 
cuts into what would otherwise be sub- 
stantial monopoly profits."© A second 


sell a large proportion of their output 
through grocery stores and provides a 
first clue to the areas of insufficient com- 
petition. 

Taking food processing as a whole, 
output is considerably less concentrated 
than in manufacturing in general." 


TABLE 1° 


PERCENTAGE OF OUTPUT ACCOUNTED FOR BY THE 
FOUR LEADING COMPANIES IN 1947 


Product? Per Cent 


Leavening compounds 
Salt 

Soap and glycerin 
Cereal preparations 
Biscuits, pretzels 
Chocolate and cocoa 
Oleomargarine 


ou 


Productt 


Special dairy products 

Shortening 

Dehydrated fruits and vege 
tables 

Flavorings 

Concentrated milk 

Meat-packing 


* Source: Secretary of Commerce Release, December 1, 1940 


¢ Grocery products not included have concentration ratios lower than those listed 


possibility is that imperfections of com- 
petition in grocery supplies may show 


themselves instead in excess capacity or 
other inetliciencies. Finally, unworkably 
monopolistic competition may be mani- 
fested in excessively high distribution ex- 
penditures. In all these cases it is possi- 
ble to visualize ways in which a monop- 
sonist might improve the situation. 

In discussing the presence of monop- 
oly among A & P suppliers, it is neces- 
sary at the outset to differentiate two 
product groups: processed foods and 
other manufactured grocery products 
(where there are numerous monopoly 
elements) and fresh fruits and vegetables 
(where there are few). 

There are a considerable number of 
goods in the first group whose produc- 
tion is rather highly concentrated. Table 
1 lists the thirteen with the highest ratios 
among twenty-seven industries which 

* Adelman speaks of A & P transferring “‘eco- 


nomic rent” from suppliers to the public (‘The 
Dominant Firm,” p. 317) 


Moreover, high concentration ratios do 
not necessarily signify noncompetitive, 
oligopolistic pricing. Meat-packing, for 
example, is notorious for its narrow mar- 
gins and low profits. On the other hand, 
the baking industry, which has a very 
low concentration ratio, has very inflexi- 
ble prices and high distribution costs. 
We return to these problems below. 

Inflexibility of processing margins of- 
fers another clue to ineffective competi- 
tion. The inelasticity of the supply of 
their major input, the foods which they 
process, makes many of these industries 
incapable of a significantly independent 
output policy, regardless of the concen- 
tration of their output. Largely for this 
reason, the production of most grocery 
products was well maintained during the 
depression, and their prices (with the 
major exceptions of soaps, packaged ce- 
reals, bread, and baking powder) have 

A.C. Hoffman, Large Scale Organisation in the 
Food Industry (TNEC Monograph 35 |Washington, 
1940]), pp. 89-90. 
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been relatively flexible."* Processing mar- 
gins, which are the relevant test of com- 
petition at the processing level, are ap- 
parently a good deal less flexible. How- 
ever, price rigidity, like concentration, is 
not an adequate evidence of unworkable 
competition. The greater rigidity of proc- 
essors’ margins undoubtedly reflects in 
part a higher percentage of direct costs at 
that level than in agriculture itself." 

Concentration and margin data must 
therefore be tested against the rate of re- 
turn on investment in order.to determine 
whether or not they signify extortionate 
pricing. Profits in the manufacture of 
grocery products are, in general, not high 
by comparison with the average for in- 
dustry. Indeed—and this fact is interest- 
ing from the point of view of the merits 
of the case for A & P as an offsetting 
monopsonist—the chain stores have been 
notably more profitable than almost all 
their suppliers in the last twenty-five 
years?” One may not draw simple con- 

Gale Johnson, ‘‘The Nature of the Supply 
Function for Agricultural Products,”’ American Eco- 
nomic Review, XL (1950), 540-41, 554; National 
Resources Committee, The Structure of the American 
Economy (Washington, 1939), Vol. I; Saul Nelson 
and Walter Keim, Price Behavior and Business 
Policy (TNEC Monograph 1 [Washington, 1940]); 
Hoffman, op. cit., pp. 116-18 

19 See, among others, Alfred C. Neal, Industrial 
Concentration and Price Inflexibility (Washington, 
1942). 

2° The average rates of return on total invested 
capital enjoyed by the leading grocery chains were 
roughly double those of the leading flour millers, 
baking companies, fruit and vegetable canners, and 
dairy companies and four times those of the leading 
meat packers in the period 1929-35 (Hoffman, op. 
cit., pp. 95-96). The superiority of the chains 
diminished markedly in the middle 1930's but waxed 
again in the 1940’s. During the years 1936-41, 
A & P’s returns on net worth averaged 9.7 per cent, 
compared with 6.9 per cent (on total investment; 
the figures are not uncomparable, because A & P 
had no long-term debt) for forty-three leading food 
processors. The respective averages for the period 
1941-49 Were 17.2 and 9.1 per cent (A & P data 
from Moody's; the others from Bureau of Agri- 
cultural Economics, Marketing and Transportation 
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clusions from this fact: profits depend on 
relative efficiency as well as monopoly 
power, and we have not yet reckoned 
with the possibility that it has been the 
chains themselves that have by their 
illegal use of buying power (which alone 
concerns us) been largely responsible for 
the relatively low profits of their sup- 
pliers. However, as we shall see, the lat- 
ter possibility is a dubious one, particu- 
larly in the case of the powerful sup- 
pliers. The profit records in most cases 
offer little comfort for the thesis that the 
effect of the A & P decision will be to 
weaken the consumer’s defenses against 
a serious threat of monopolistic exploita- 
tion. 

The meat-packing industry is an in- 
structive one in this regard. Much stress 
has been placed on the long-standing 
domination of the industry by a “Big 
Four,” year after year placidly accepting 
constant shares in the total purchases at 


Situation (Washington, October, Table 3, 
p.9). 

The preceding comparisons are heavily influenced 
by the extremely low profits earned by the meat 
packers and canners (see Federal Reserve Bank of 
Chicago, A Financial and Economic Survey of the 


Meat Packing Industry |Chicago, 1948]). On the 
proverbial “exceptionally high mortality rate’’ in 
canning see Neil Carothers, “Some Phases of the 
Canning Industry,” supplement to National Can- 
ners Association, Jnformation Letter, January 3, 
1942. Carothers concludes that “the canning in 
dustry as a whole does not earn any net profit at all” 
(ibid., p. 10). 

But even in comparison with its largest, most 
strongly intrenched, and most profitable suppliers, 
A & P’s profit record has been outstanding in recent 
years. In each of the years 1944-48, its returns on 
net worth exceeded those of General Foods, Libby, 
McNeil and Libby, California Packing Corpora- 
tion, Quaker Oats, Standard Brands, Procter and 
Gamble, National Biscuit, Colgate-Palmolive-Peet, 
Borden, National Dairy Products, and Carnation 
Milk in all but seven (out of fifty-five) instances 
Computations from Moody's. These data understate 
A & P’s margin of superiority in return on fotal 
investment; the returns of many of the suppliers on 
net worth, in this period of inflation, were enhanced 
by the leverage of a funded indebtedness. 
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leading livestock markets and enjoying 
relatively rigid margins.** Yet the ex- 
tremely low profits of these companies, 
for the last twenty-five years at least, 
should surely dispel the implication that 
the oligopolists have exploited the con- 
sumer by their soft competition.” 

Lnworkable competition in this and 
other industries might be indicated in- 
stead by the fact that it had substantial 
excess capacity, perhaps attracted, as 
Professor Nicholls suggests, by exces- 
sively high margins enjoyed by the domi- 
nant tirms. Unfortunately, data on util- 
ization of capacity in most of these in- 
dustries are not available, and it is ex- 
tremely dificult to generalize about their 
relative etticiency. Moreover, where ex- 
cess capacity is known to exist, as in 
meat packing and canning, it results in 
large measure from the inevitable varia- 
bility of operations. In view of the profit 
records of these industries, it is surely 
not attributable to oligopolistic restric- 
tion of production in the last twenty- 
tive years. Nor would A & P buying 
pressures remedy the situation, since 
profits are already too low to justify a 
fear of continued excessive entry but 
for the influence of big buyers.” 

Product differentiation may be a sign 
of unworkable competition, first, as a 
socially wasteful method of competing 
and, second, as a source of monopoly 
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power and profits. The performance of 
many of A & P’s suppliers is surely de- 
ficient in the first respect. As for the 
second, while in some cases (e.g., the 
soap companies and General Foods) a 
heavy advertiser has by this means ap- 
parently obtained real monopoly power 
and profits, in others (e.g., Standard 
Brands and the large vegetable canners) 
advertising has not brought impressive 
net returns.4* Many types of canned 
vegetables and fruits, margarine, butter, 
soups, jams, and jellies carry brand 
names yet apparently are not effectively 
difierentiated from their competitors: 
prices do not diverge by more than a 
cent or two; price changes are frequent 
and competition apparently effective.’ 

Application of the foregoing criteria of 
market structure and performance dis- 
closes certain areas of production which 
probably fall short of efiective competi- 
tion. The dairy industry is one of these. 
Local markets for fresh milk, in many 
cities dominated by units of the two na- 
tional holding companies, are frequently 
rigged by processors in collaboration 
with farmer co-operatives, labor unions, 
and local health officials. There is excess 
capacity and wasteful duplication of dis- 
tribution expenditures.” The production 
of cheese is highly concentrated; patents, 
one important merger, collusion, and 
heavy advertising have increased mo- 
nopoly power and apparently contrib- 

* Of course, advertising may even in these cases 
have helped protect market positions. Differences in 
price persist between advertised and private-labe! 
goods. The big canners do better than most of the 
others 

% The private brands of chain stores have helped 
keep this competition effective; we discuss this im 
portant influence of the chains at a later point. 


* Joel B. Dirlam, “The Fluid Milk Industry,” in 
Walter Adams (ed.), The Structure of American In 
New York: Macmillan Co., 1950); Wilcox, 
op. cit., pp. 208-14; W. H. Nicholls, “Imperfect 
Competition in Agricultural Processing and Dis 
tributing Industries,’’ Canadian Journal of Econom 
ics and Political Science, X (1944), 159 
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uted to monopolistic pricing.” Borden, 
Pet, and Carnation dominate the pro- 
duction of condensed milk, partly through 
advertising and partly through exclusive 
access, for a time, to vitamin D irradiating 
patents.** The margins of milk distribu- 
tors and evaporated-milk companies have 
remained relatively constant, while re- 
turns to farmers have shifted consider- 
ably. 

The soap, prepared cereal, and biscuit 
industries also appear to fall within the 
delinquent group. Not only are they 
highly concentrated, but their prices are 
relatively rigid (and, in the case of soap, 
at one time collusively fixed);° they 
make extremely heavy advertising and 
selling expenditures" and relatively high 
profits. 

When we turn to the supply of fresh 
produce and fruits, it seems clear that in 
most cases extremely competitive condi- 
tions prevail. The typical assumption 

27See William H. Nicholls, “Post-war Concen- 
tration in the Cheese Industry,” Journal of Political 
Economy, (1939), 823-45; Hofiman, op. cit., 
p. 353; 1n the Matter of Badger-Brodhead Cheese Co., et 
al., FTC Docket 4071, decision October 1, 1940; 
United States v. Kraft Cheese Co., Cr. 110-344 and 
Cr. 11814, both concluded September 6, 1944; Wil- 
COX, Op. cil., pp. 141-42. 

7*See United States brief in Wisconsin Alumni 
Research Foundation v. Rene Douglas, District Ct. 
(N.D., Ill.), Civil 43-C-704, and consent judgment, 
January 14, 1946 

# See Nicholls, “Imperfect Competition in Agri- 
cultural Processing and Distributing Industries,” 
op. cit., pp. 160-61; Dirlam, op. cit.; B. A. Baker and 
R. K. Froker, The Evaporated Milk Industry under 
Federal Marketing Agreements (University of Wis- 
consin Research Bull. 156 [Madison, September, 
1945]), p. 52; United States v. Evaporated Milk Asso- 
ciation, Cr. 27257-R, U.S. Dist. Ct. (N.D. Calif.), 
indictment returned June 3, 1941. 

3° United States v. The Procter and Gamble Co. et 
al., Information, December 17, 1942, No. 1185-C, 
U.S. Dist. Ct. (N.J.). 

3* See Federal Trade Commission, Report on Dis- 
tribution Methods and Costs, Part I (Washington, 
1943), pp. 3-6; Neil H. Borden, The Economic Effects 
of Advertising (Chicago; Richard D. Irwin, 1947), 
p. 67. 

# Wilcox, op. cit., pp. 54, 131-32; cf. n. 20, above. 
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has always been that the most important 
monopolistic elements in these markets 
have been on the buying side; the as 
sumption is correct.’ 

Legislation authorizing the formation 
of agricultural marketing co-operatives 
has in some instances redressed t! is bal- 
ance. However, the conclusion of most 
students of the problem has been that 
most of the fruit and produce co opera- 
tives have not been very successful in 
limiting the supply of their products and 
have therefore not been able substan 
tially to affect the market price* The 
marketing of certain farm products is 
rigidly controlled under state and federal! 
marketing orders.*> These orders may 
well be severely criticized on a number of 
grounds.** But, as far as the present dis 
cussion is concerned, they are hardly rel 
evant; there is no evidence that A & P 
buying policy is able in any way to offset 
them.*’ 

With the specific exceptions noted, it 
seems possible to apply to our survey of 
the supply of grocery products and fresh 

38 See Federal Trade Commission, Report on A gri 
cultural Income Inquiry (Washington, 1937), Part 
Il, pp. 644-55 ef passim. 

* A.C. Hoffman and L. A. Bevan, Chain Store 
Distribution of Fruits and Vegetables in the Nort/ 
eastern States (Washington: U.S. Department o! 
Agriculture, 1937), passim; Federal Trade Commi 
sion, Report on Agricultural Income Inquiry, Part 11, 
pp. 664-67, 886; Willys R. Knight, “‘Agriculture,”’ 
in Walter Adams (ed.), op. cit., pp. 74-77. Asurves 
of Department of Agriculture bulletins and congre 
sional hearings discloses that most co-operatives do 
little more than assist in the technical details of 
marketing—they sort, grade, package, and find 
buyers. They do not limit supph 

38 See U.S. Department of Agriculture, Produc 
tion and Marketing Administration, Price Program 
of the United States Department of Agriculture (Agri 
cultural Information Bull. 13 (Washington, 
pp. 41-40. 

% See, e.g., Edwards, op. cit., pp. 62-66. 

37 E.g., A & P obtains most of its California or 
anges from a co-operative, Mutual Orange Distribu 
tors, basing prices on those set in the nearest auctior 
on sales by the California Fruit Growers Exchange 
(A & P, Main Brief |all such references are to brie! 
in appeals case], p. 123). 
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fruits and vegetables the same general 
conclusion that Wilcox reached in dis- 
cussing food products alone: 


Most foods are sold under many different 
brands substitution Almost 
every one of these commodities, moreover, must 
compete with dietary substitutes— meat with 
lish and poultry, oleomargarine with butter, and 
foots prepared in factories with those prepared 
at home. Despite the concentration and rigidity 
which characterize certain products, and de- 
spite the collusive practices which are encoun- 


and is easy 


tered in the sale of many processed foods, the 
held appears to be predominately competitive." 
lollowing this testimonial to the work- 
ability of competition in markets whose 
imperfections A & P is supposed to off- 
set, we proceed to an analysis of the con- 
sequences of the company’s buying 
policy. 
\ & P's “COVERAGE OF THE MARKET” 


Adelman has argued that the big 
buyer's superior knowledge of an imper- 
fect market enables it more readily to 
find bargains and, by the intensified re- 
tail competition which this permits, 
undermines price discrepancies attribut- 
able to buyer ignorance. This entirely 
beneficent consequence, he says, is the 
“demoralization” of the fruit, produce, 
and meat markets, of which various sup- 
pliers and the government complained.*’ 
This criticism of the Department of Jus- 
tice appears unfair and unrealistic. 

1. No one could or did criticize A & P 
merely for discovering, purchasing, and 
reselling bargain offers. Most of Adel- 
man’s references fail to buttress any such 
interpretation of the government’s com- 
plaint.”° The complaint cited statements 
by growers that A & P had deliberately 
depressed retail prices because, it  con- 

Op. cit., p. 53. Similar conclusions are reached 
by Hotiman, op. cit., pp. 158-59, and the Federal 
Trade Commission, Report on Resale Price Mainte 
nance (Washington, 1945), pp. 265-06. 

See discussion and references to Adelman’s 
dissertation in “The A & P Case,” of. cit., pp. 247 
45 
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tended, the purpose was to force the 
growers to discriminate in the chain's 
favor.. 

2. There is reason to question the as- 
sumption that A & P could, because of 
its size, ‘cover’ these markets more ef- 
fectively than its rivals. (a) There is little 
evidence in the record to support it 
(understandably so, since the govern- 
ment could not object to such actions). 
(6) Discussion with food marketers, from 
independent wholesalers to giant chains, 
indicates a general opinion that A & P’s 
size and huge requirements discourage 
the quest for bargains. Apparently small 
meat packers or canners with odd lots to 
dispose of quickly are just as likely, per- 
haps more likely, to turn te small chains; 
and smail retailers are more anxious to 
locate such deals because any result- 
ant savings are proportionately more 
important to them than to A & P.*" (c) 


Fruit, produce, meat, canned foods, 
and dairy products markets are well or- 
ganized, and excellent information is 
available to the small as well as the big 


4° He describes complaints by Washington apple- 
growers that the Atlantic Commission Company 
(A & P's produce-buying subsidiary) used low quo- 
tations from one shipper to get lower prices from 
others; by Maine potato-growers that A & P was 
using potatoes (not obtained at bargain prices) as a 
loss leader; and by Washington fruit-growers that 
A & P had retailed at low prices a bargain purchase 
of cherries. First of all, only the latter case seems to 
fit his description of the innocent, beneficent process 
of “getting inside the market.’’ Second, his discus- 
sion ignores the government’s contention in all cases 
that the purpose of the alleged “market demoraliza- 
tion” was to force growers to accept the company’s 
“two-price system” (see Government Brief, Appeals 
Case, Appendix C, pp. 60-74; A & P, Main Brief, 
Appendix A, ITI, 80-81). 

In the first instance mentioned, it is true that 
A & P was charged in effect with achieving the re- 
sult described by Adelman, albeit by a different 
process. However, A & P denied these acts; and, as 
we shall argue, it is doubtful that ACCO enjoyed the 
advantage of superior knowledge attributed to it. 

4* These opinions come from A & P’s competitors 
and may be subject to discount on that account; see, 
however, n. 44, below. 
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buyer,” through the facilities of thou- 
sands of brokers and salesmen, and price- 
reporting agencies, both public and pri- 
vate. If a canner is short of cash and 
wishes to dispose of his pack at bargain 
prices, there is no need for an A & P to 
insure consummation of the transaction. 

Both Adelman and the Department of 
Justice have surely exaggerated A & P’s 
ability to “demoralize” these markets. 
The complaints of farmers must be dis- 
counted. Florida citrus-growers blamed 
A & P’s policy of buying at the shipping 
point rather than at terminal markets 
for depressing the price of fruit. Yet no 
farmer or co-operative had to sell to it 
there; fruit and produce terminal mar- 
kets are well organized and readily ac- 
cessible. The same growers objected also 
to A & P’s policy of buying only certain 
sizes and shapes of fruit, for convenience 
in packaging and weighing. However, to 
the extent that such a policy depressed 
the market prices of the rejected prod- 
ucts, it must also have increased the 
prices of those grades on which the 
company chose to concentrate. 

The Atlantic Commission Company 
(ACCO) was an important buyer and 
doubtless could have made its presence 
felt by refraining from buying in indi- 
vidual markets at certain times. How- 
ever, the opinion in the trade is virtually 
unanimous that a big buyer is, if any- 
thing, less able than a smaller one to 
withhold its patronage for any substan- 
tial periods.“ A & P has to have enor- 

# The a priori argument that a big buyer makes 
the market more perfect is a beguiling one; but one 
may justify a particular “offsetting imperfection” 
only by demonstrating that in fact there is a serious 
imperfection to be offset. Since the authors make no 
claim to “perfect knowledge” themselves, inciden- 
tally, they offer the hope that the principle of off- 
setting imperfections may apply to economic com- 
mentary as well as to the market place 

43 See Federal Trade Commission, Re port on A gri- 
cultural Income Inquiry, Part I1, p.95; A & P, Main 
Brief, pp. 114, 122. 


mous quantities of meat and produce in 
its stores every day. The fact that 
ACCO’s purchases of important produce 
items were much more regular than total 
United States shipments provides a pri- 
ma facie demonstration of the company’s 
unwillingness to speculate on its ability 
to influence the market." 

It is not clear that A & P could have 
“demoralized” suppliers’ markets by 
picking up and exploiting bargains. If a 
distress offer of cherries is sufficiently 
large, it can undoubtedly affect the mar- 
ket price of cherries; but any such effect 
is attributable primarily to the bargain 
offer itself, not to the retailer. Resales at 
a low mark-up can influence the market 
only by depressing the retail prices of 
competitors. If so, given any positive 
elasticity of consumer demand, the re- 
flected effect on suppliers’ markets may 
be an exhanced derived demand for the 
products—and the outcome, particularly 
in view of the short-run inelasticity of 
supply, an increased wholesale price.” 
More evidence is required to prove that 
A & P actually demoralized the whole- 
sale cherry market by cutting retail 
prices and selling more cherries. 


THE IMPACT OF A & P’S COERCIVE BARGAINING 


It was A & P’s systematic attempt to 
force suppliers to discriminate in its 
favor which constituted the essential ele- 
ment in the government’s case. Setting 
aside the possible cost justifications of 
such discounts, what support does the 


“Cassady (op. cit., pp. 255-59) supports this 
judgment as well as the general conclusion that the 
buying power and advantages of chains have been 
vastly overrated. 

“A & P, Main Brief, Appendix A, III, 80-81; 
see, however, Federal Trade Commission, Report on 
Agricultural Income Inquiry, Part I, pp. 604-5. 

# On the other hand, in an oligopsony situation, 
resale price-cutting by one might serve as the signal 
for all to reduce their posted buying prices. But this 
is hardly a balanced argument in favor of preserving 
the big buyer. 
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evidence provide for the theory that co 
ercive bargaining of this sort may force 
suppliers’ prices down closer to the pure 
ly competitive level ? 

The record of the case discloses few 
significant examples of A & P’s buying 
policy exerting any influence on prices of 
yroceries supplied under seriously mo- 
nopolistic conditions. The soap compa- 
nies apparently refused to grant special 
concessions, no matter how much pres 
sure was applied.*? From Quaker Oats and 
Ralston, two large cereal manufacturers, 
\ & P received concessions not available 
to its competitors, but these were on trad- 
ing items only;** list prices of branded 
products were probably not affected by 
tl ese discounts or by the private-brand 
competition which they made possible.” 
\ & P apparently never bothered to bar- 
gain for special concessions on evapo- 
rated milk. Patent control on processed 
cheese for a long period deprived it of a 
vital bargaining weapon the threat to 
A & P has obtained 
special concessions from dairy companies 


manufacture itself. 


on wholesale milk deliveries;' but it has 


ct, \& P felt that it was being discrimi 
heir refusal of advertising allow 


Government Brief \ | eals Case, pp 


g item is a product which is not sold 
Fresh meat ts ¢ 
for private 


1 trading item: so may 

label; nationally 

ordinarily are not 

count see A& P, Vain 

urchase of private-label rolled 
ted to less than one-quarter 


r Company *s annual sales, 
was slight. Adelman dis 

«tly the verage of 

y out that the case 
leverage substantially un 
Examining the Ralstor 

‘as a result” of the 


tute that 


to A & P, “prices of advertised corn 


\ & P Case,” op 
The 


The 
nant Firm,” p. 277 


nothing of the sort 


Nich “Post-war Concentration in the 


Cheese Industry,”’ ep. cit., p. 833 
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kept them secret and retailed milk for 
the same price as other chains.* 

A & P’s primary influence on the price 
of nationally branded groceries, as far as 
supplies are concerned, results from its 
private brands.’ But this method of 
competition is, for the most part, legally 
unassailable. The government did not 
object in the criminal suit to A & P’s 
manufacturing and selling White House 
Milk, Red Circle Coffee, or Dexo, all of 
which have offered serious competition 
to the heavily advertised brands.* Ann 
Page canned products have had a similar 
beneficent influence: to their major cost 
advantage, the savings on selling costs, 
the antitrust laws pose no obstacle. Only 
in so far as A & P was able to sell its pri- 
vate brands more cheaply by virtue of 
discriminatory concessions exacted from 
manufacturers has the case weakened 
their influence. This was a minor factor. 

Monopsonistic power is obviously ca- 
pable of antisocial use. Indeed, the mo- 
nopsonist is surely likely to be less suc- 
cessful in offsetting (mitigating the ex- 
ploitation of consumers by intrenched 
sellers) than in exploiting (taking advan- 
tage of weak suppliers, lacking market 
information and an independent claim 

St See United States v. Bowman Dairy Co., 48 Cr 
361, and United States v. The Borden Co., 48 Cr. 362, 
both indictments July 30, 1948, U.S. Dist. Ct. (N.D 
Ill., E. Div.). On other such special concessions see 
Government Main Brief, Appeals Case, Appendix A, 
pp 25-20 

* In contrast, Safeway, which owns its own dair 
ies, has been a persistent price-cutter in milk. It is 
possible to cite other instances of price concessions 
to A & P which clearly did not spread. In one, re 
lated by a food broker, A & P browbeat a canner in- 
to giving a 2-cents-per-can concession. It then ad 
vertised the item at 3 cents under the going retail 
price. Other customers of the canner complained 
bitterly and threatened to take away their business 
The canner thereafter refused to make any more 
special deals. This price concession was “seif- 
sealing.” 

3 See Cassady, op. cit., pp. 259-62 

See Adelman, “The Dominant Firm,” pp 
277-80 
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on the consumer's loyalty). In general, 
the record of the A & P case supports this 
judgment. Of the thirty-six companies 
which the government alleged in its 
brief on appeal had yielded to A & P 
pressure, twenty-one were not in Moody's; 
the majority were relatively small and 
subject to intense competition.” A & P 
admitted that it found the larger con- 
cerns, after passage of the Robinson- 
Patman Act, less willing than before to 
grant concessions.” 

General Bradley recently criticized a 
dissident fellow-general for proposing a 
war against the wrong people at the 
wrong time in the wrong place. If a 
monopsonist is likely to be most success- 
ful in squeezing discounts out of the 
wrong people, is it not likely also to be 
most successful at the wrong time? It 
must sutlice to point out that A & P was 
probably better able to obtain discrimi- 
natory discounts, and such concessions 
were more likely to spread, during the 
depression than during the subsequent 
inflation; that while A & P’s business 
may have been marginal from the point 
of view of individual suppliers, and hence 
worth seeking at a price below average 
costs, it hardly made possible an equiv- 
alently larger production for all sup- 

“In the A & P case, it was precisely the highly 
differentiated products which were most rarely 
affected by discrimination. The evidence on this 
score is overwhelming, but even without special 
knowledge, nothing else was to be expected. That’s 
what advertising is for” (Adelman, “Note on Price 
Discrimination and the A & P Case: Comment,” op 
cit., p. 283). 

Of course, there are more smal! companies than 
large ones in existence. But this fact alone indicates 
the danger of a blanket sanctioning of monopsonistic 
pressure. 

s°A & P, Main Brief, Appendix A, I, 33. Many 
of the largest suppliers ceased giving allowances after 
passage of the Act (Monopolistic and Unfair Trade 
Practices: Hearings before the House Small Business 
Committee |Soth Cong., 2d sess. (Washington, 1948)}, 
p. 630). Surely, the stronger the supplier, the less is 
the likelihood of its granting concessions to mar- 
keters 
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pliers taken together,®* so that the dis 
counts resulted merely in lower total 
revenues; and that economists are at 
least uncertain that such additional de- 
flationary pressures in a period of stag 
nation represent an unmitigated benetit 
to the economy.*? 


IV. A & P BUYING POLICY AND THE 
UTILIZATION OF RESOURCES 


The present section examines three of 
the four ways outlined above in which, it 
is held, a big buyer may contribute to a 
more efficient utilization of resources. 


COERCIVE BARGAINING AND HEAVY 
DISTRIBUTION EXPENDITURES 

Did A & P’s bargaining force heavy 
advertisers like Coca-Cola, Green Giant, 
and Quaker Oats to forego advertising 
for price competition? There is no way of 
demonstrating that this was the nel effect 
of their concessions. On the contrary, 
suppliers may well have responded by 
intensifying their advertising, in order to 
strengthen their bargaining position vis 
a-vis the big chain demanding discounts 
and to stimulate public demand for their 
branded (as against their trading) items, 
on which they earned higher returns.” 

Certainly A & P’s private-label prod 
ucts, making consumers more price-con- 
scious, stimulated price as against ad- 
vertising competition. But, to repeat, 
the competitive influence of private 
labels has been diminished by the A & P 
decision only in so far as the ability of 

** In some cases A & P had the alternative of re 
moving its custom entirely and manufacturing the 
product itself. In these cases, might not its contribu 


tion to recovery have been greater had it been de 
nied the discounts and constructed its own plants? 

s® Clark’s observation (“Toward a Concept of 
Workable Competition,” op. cit.) that rivalry be- 
tween producers with surplus capacity can be ex- 
cessive may thus be regarded as a kind of offset to 
the theory of the “offsetting monopsonist,”” which 
we hate likewise traced to him 

See n. 55, above. 
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chains to price them low issues from dis- 
criminatory purchases—a minor advan- 
tage. 


COERCIVE BARGAINING AND 
FUNCTIONAL DISCOUNTS 

Numerous observers have argued per- 
suasively that by attacking brokerage 
and advertising allowances though 
A & P either fulfilled these functions or 
enabled suppliers to dispense with them 

the Department of Justice has in effect 
required price-rigidifying discrimination 
against the big buyer. 

First, a point of law: Adelman says 
that the Department of Justice failed 
even to allege that brokerage payments 
to A & P constituted price discrimina- 
tion’ The appeals brief clearly contends 
that brokerage was merely one of many 
dise riminatory concessions on which the 
company insisted as a general policy, on 
threat of withdrawing its patronage, and 
without regard to cost savings.” 

The second question is one of fact and 
economics: were brokerage payments (or 
their equivalent) and advertising allow- 
ances to A & P indeed discriminatory or, 
instead, justified by equivalent cost sav- 
ings to suppliers? We cannot settle the 
question detinitively, but we suggest cer- 

“The 

% Government Brief, Appeals Case, pp. 27, 30, 264 
Adelman’s discussion of other aspects of A & P buy- 
similarly distorts the government posi- 
that the “advertising 
“otherwise they would 
ignores the 


upon 
discriminatory 


\& P Case,” of. cit., p. 249 


ing polices 
tion He 
allowances’ were bona fide 
bought it’’--and virtually 
court's finding that they 
suppliers by A & P pressure and (6 
“The A & P Case,” op. cit., pp. 253-54). 

His reductio ad absurdum of the condemnation of 
the protits of A & P buying offices on resale to com- 
petitors (fhid., pp. 250-51) is almost equally unfair 
Both the District and the Circuit Court opinions 
devote their entire attention to ACCO’s 
coercion of jobbers and shippers (both dependent on 
. the tirst te buy from it, the second to 
Given this coercive 


simply assumes 
nit have 


were (a) forced 


almost 


ts custom 
use its facilities exclusively 
power and its exercise, the protits no longer seem so 


innocent (at law or economics) as Adelman implies 
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tain reasonable bases for the govern- 
ment's position. 

1. All these discounts were generally 
regarded in the trade as synonyms for 
price concessions, the particular labels 
selected representing essentially rational- 
izations.*! 

2. When A & P’s buying offices place a 
direct order with a manufacturer who 
conducts all his other sales through 
brokers and has no other selling expenses, 
the big buyer unquestionably saves the 
seller brokerage and deserves an equiva- 
lent concession. But A & P did not re- 
strict its demands to such suppliers. On 
the contrary, its buying otnces collected 
“brokerage”’ from some meat companies 
before 1936, even though meat is not 
commonly marketed through brokers." 
After the Federal Trade Commission's 
prohibition was upheld in the courts,” 
the company sought to obtain an equiva- 
lent concession by withdrawing patron- 
age from suppliers who used any brokers 
at all. Some large canners maintain their 
own sales forces and use brokers only 
partially or sporadically. It is not at all 
clear that A & P would be justified in in- 

*3 See testimony of the president of Consolidated 
Biscuit Co., A & P case, District Court, Transcript, 
pp. 2799-2800, and the comment of Dr. Edwin B 
George on Adelman’s paper: “The question can be 
discussed much more intelligently, it seems to me, 
if we ... face it as the question of power and/or 
sellers’ financial necessities that it has always been 
There happen to be a number of pegs in the nomen 
clature of trading, such as list price, trade discounts, 
quantity discounts, net billing, promotional and ad 
vertising allowances, brokerage, and functional dis- 
counts. The net aim of the buyer was to disburse as 
little money as possible . . . and he did not care too 
much upon which pegs his price cuts were hung”’ 
(“The Economic Consequences of Some Recent 
Antitrust Decisions: Discussion,” American Eco- 
nomic Review, XXXIX, Supplement (May, 1949), 
319). It is difficult to see how Adelman could have 
quoted this statement in his Fortune article as 
though it supported Ais position (“The Great A & P 
Muddle,”’ op. cit., p. 125). 

% Truns Pork Stores, Inc. v. Wallace, 7o F. 2d, 
688, 689-90 (1934). 

* Great A & P Tea Co. v. Federal Trade Commis- 
sion, 106 F. 2d 667 (1939). 
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sisting on “brokerage’’ on direct pur- 
chases from them, in effect thus refusing 
to pay its proportionate share of the 
overhead selling expense. 

It is not the disposition of the authors 
to deny that Section 2c of the Robinson- 
Patman Act is a protective tariff on the 
broker or to defend a legal requirement 
that big buyers be charged “phantom 
brokerage.’ But A & was not con- 
victed of violating the Robinson-Pat- 
man Act. And the facts in the case and 
the problem of public policy are more 
complex than many critics of the De- 
partment of Justice (and of Section 2c) 
have admitted. Brokers as a group might 
be regarded as an overhead charge of the 
canning industry, like a hired sales force, 
whose function it is to keep canners in- 
dependent of single buyers and to main- 
tain a more nearly perfect market. Re- 
garded in this light, it is not clear that 
whether or not buyers bear their pro- 
portionate share of this burden should 
depend on whether they actually avail 
themselves directly of such services. 

In any event A & P still apparently 
finds it profitable to maintain its field 
buying offices and ACCO. And canners 
continue to sell extensively through 
brokers, even though the Robinson-Pat- 
man Act and the A & P decisions would 
seem to give them additional incentives 
to sell directly and pocket the (“phan- 
tom”) brokerage. The competitive char- 
acter of most of the food field and the 
other advantages of chain operations are 
apparently sufficient to prevent stratifi- 
cation of functions and rigidity of prices. 

® See discussion in Federal Trade Commission, 
Case Studies in Distribution, Cost Accounting for 
Manufacturing and Wholesaling (77th Cong., 1st 
sess., House Doc. 287 [Washington, 1941]), chap. ii, 
pp. 31-60. Some wholesalers have pointed out that 
direct sales to A & P might properly be charged a 


portion of the time of company executives involved 
in contract negotiations. 
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COERCIVE BARGAINING AND THE FULLER 
UTILIZATION OF CAPACITY 

Vice-President David T. Botinger, in 
charge of A & P’s headquarters buying, 
supplied in a letter to a subordinate a 
description and justification of the com- 
pany’s insistence on discounts on large 
orders: 

If I were in the manufacturing business, I 
would consider it good principle to take a large 
attractive volume at cost, thereby reducing my 
overhead and depend on the remainder of 
the accounts for the profit on my investment.* 


This rationalization is reminiscent of 
President Hadley’s famous and _ still 
valid case for price discrimination in rail- 
roads.** 

But Hadley limited his justification 
(in italics) to custom not obtainable on 
other terms.*? Would refusal of a sup- 
plier to take an A & P order “at cost”’ (or 
a legal prohibition of such discrimina- 
tion) cause resources to lie idle? For sup- 
pliers as a group (including A & P as its 
own potential supplier),’”® probably not. 
If A& P had not kept its shelves stocked, 
other grocers would have taken the busi- 
ness. If discounts enabled it to sell and 
buy more than otherwise, the greater 
portion of such incremental purchases 
were unquestionably at the expense of 
other retailers. Except in the strategic 
sense, thus, A & P’s business was no more 

* Quoted in Fulda, op. cit., p. 130, from the trial 
Transcript, XXIV, 4830-31 


* Arthur T. Hadley, Railroad Transportation 
(New York: Putnam, 1896), p. 112 


“+ Nor was he under any illusions about the con 
sequences of unregulated discrimination (ibid., p 
121). 

7 See n. 58, above. Discounts which discouraged 
A & P from undertaking production itself may have 
permitted a fuller utilization of existing capacity. 
But had the chain gone into manufacturing, either 
by acquiring existing piants or by constructing its 
own, productive resources in the economy as a whole 
would have been no less, and possibly (in the event 
of new,investment during the depression) more, fully 
utilized. 
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marginal than that of any other cus- 
tomer. 

Compare with the case for off-peak 
electricity rates the situation in fruit and 
vegetable canning, where output in any 
season is determined by the size of the 
crop, and stocks are cleared before the 
next season at sacrifice prices if neces- 
sary. Excess capacity undoubtedly pro- 
vides the big buyer with an opportunity 
to force down prices. Since the oppor- 
tunity presents itself most frequently in 
periods of depression, we return to the 
observation that the benefit to the econ- 
omy at such times is nugatory, and the 
price cuts least aptly described as trans- 
ferring “economic rent” from supplier to 


consumer."! 


V. CONCLUSION 


We have attempted to see to what ex- 
tent the treatment of the big buyer in 
the A & P case justifies the opinion, cur- 


rent in some academic and business cir- 
cles, that there is a conflict between the 
antitrust laws and the requirements of 
effective competition. The opinion has 
by no means been demolished. Some of 
A & P’s illegal activities undoubtedly 
proved, on balance, in the public inter- 
est. On the other hand, the benefit to the 
public from those aspects of company 
policy which the Department of Justice 
attacked has been greatly exaggerated. 
The great bulk of the good which gro- 
cery chains do with their private labels, 
'Adelman has argued that the mere grant of 
was a possible evidence of a list price con- 
siderably above average cost. He cites the California 
Packing Corporation’s secret concession to A & P as 
“The Firm,” p. 283). 
Since this company never, until 1947, earned more 
than 6 per cent on net worth, the deduction seems 
ill founded. Discrimination implies a divergence be 
price and marginal cost, but surely it 
does not mean that sellers are earning “economic 
rents”’—-unless covers all returns in excess 
pocket costs in an industry operating at 
indicative of monopoly 
pricing is the divergence between market price and 
the incremental costs of ripe grapes or watermelon? 
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their large-scale co-ordinated operations, 
their low mark-ups and intense competi- 
tion with established manufacturers and 
channels of distribution—they may con- 
tinue to do. 

The opinion in the trade and the evi- 
dence of its declining gross margins both 
support the conclusion that A & P’s 
competition has not been appreciably 
weakened by the actions against it. In- 
deed, the same kind of evidence sug- 
gests that a diminishing stress on dif- 
ferential advantage through buying con- 
cessions (in part because of the antitrust 
laws, perhaps more because of general 
business conditions) may have been re- 
sponsible for the increased emphasis on 
improved efficiency of operations in the 
industry as a whole.” 

However attractive the idea may be 
for academic economists, the question re- 
mains to what extent a public agency 
may be expected to ignore the fact and 
actual abuse of monopsony power be- 
cause of the possibility of its use in the 
public interest. 

The problem of public policy is one of 
balance, of drawing the line between the 
greater and the lesser evil. This the De- 
partment of Justice has attempted, in a 
particular case, by attacking the system- 
atic use of bargaining power to achieve 
unfair competitive advantages and to 
bring pressure to bear, selectively, on re- 
tail competitors. It does not follow that 
the antitrust laws have been interpreted 
categorically to require price discrimina- 
tion against all big buyers or to forbid 
vertical integration or promotional pric- 
ing. Instead, it appears from the fore- 
going survey of the facts of the industry 
that the government has struck a better 
balance than have some of its critics. 

™ A paper in preparation on A & P’s vertical in- 
tegration and selling policies documents the factual 
statements in this paragraph as well as those gen- 
eral conclusions which go beyond a consideration of 
buying policy alone. 
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INVESTMENT ALTERNATIVES IN SOVIET ECONOMIC THEORY' 


NORMAN KAPLAN 
The RAND Corporation 


ig Soviet literature on the ques- 

tion of investment choice has be- 

come quite extensive. This paper 
will summarize the proposals made by 
eleven Soviet economists. The particular 
samples have been chosen because of 
their recency and the ready availability 
of the sources.’ 

The Soviet discussion is surprising in 
at least four respects: (1) The articles ex- 
hibit wide diversity in both the scope and 
the substance of proposed criteria. (2) 
Important deviations from prevailing 
practice have been suggested. (3) A large 
number of the Soviet economists have 
made proposals which bear a more or less 
close relationship to ‘“bourgeois”’ prin- 
ciples, and these proposals have been in 
the air for a considerable period of time. 
(4) Despite general acknowledgment of 
the importance of the question, the dis- 
cussion has remained unresolved by any 
statement of an oflicial point of view. 

The general problem of choice among 
investment alternatives can be subdi- 
vided into the following specific prob- 
lems: (1) the choice among different 
kinds of future output, (2) the choice 
among different ways of producing a par- 
ticular future output, (3) the optimum 
size of plant, (4) the determination of the 
proper rate of return on capital, (5) the 

' This paper was presented in Chicago, December 
27, 1950, at a session of the Econometric Society. It 


is based in part on research made possible by a grant 
from the Social Science Research Council. 

? The present paper is a necessarily abbreviated 
version of a longer study in which statements and 
interpretations are more properly qualified and more 
fully documented. 


treatment of uncertainty, (6) the deter- 
mination of the economic horizon over 
which comparisons are to be made. 

Since Soviet writers have made only 
occasional side remarks on uncertainty 
and the economic horizon, we shall as- 
sume in this discussion that future prices 
and the production functions are known 
with certainty and, where necessary, 
that the economic horizon used is proper. 

In an economic system characterized 
by private ownership of the means of 
production and by profit maximization, 
the first four problems become essentially 
one. The usual answer is that any invest- 
ment project will be undertaken if, and 
only if, its internal rate of return exceeds 
or equals the market rate of interest. 

If, however, we consider a socialist 
economic system in which output pro- 
grams are prescribed centrally but decen- 
tralized choices are permitted with re- 
spect to methods of production, at least 
two principles are required for invest- 
ment choice. A normative principle is 
necessary to guide the central authority 
in the allocation of resources among al- 
ternative future outputs. An efficiency 
principle is necessary to guide decentral- 
ized authorities in the choice among al- 
ternative methods of producing a given 
future output. The Soviet distinction be- 
tween planning (planirovanic) and proj- 
ect-making (proektirovanie) corresponds 
to this dichotomy of principles. The cen- 
tral planners set the future output pro- 
grams. The decentralized project-mak- 
ers, attached to the ministries and sub- 
sidiary units, choose the investment vari- 
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ant to yield the specified output. That 
the dichotomy in fact is not so neat will 
be observed below. 

In discussion of the Soviet proposals, 
we shall use the following notation and 
terminology: 

1. For a given investment project let 
A, represent the capital outlay in year 
n (n=o0, 1...N), V, the operating 
costs in year m and R, the gross returns 
from the project in year n. 

2. By “bourgeois” criterton IT we mean 
the acceptance of any project for which 
Ge» (1) 


where a, is the market rate of interest 
and a is the internal rate of return, ie., 
that rate of discount detined by 


V.—K,) (14a) "=0.(2) 


n 


3. By “bourgeois” criterion IIT we 
mean the acceptance, among a group of 
projects which yield identical time pat- 
terns of output in kind, of that project 
for which 


4 V+ A,) (1+ a,) "=minimum. (3) 


On the assumption that one and only 
one of these projects is to be selected, it 
would be incorrect on etliciency grounds 
to choose the project with the highest in- 
ternal rate of return. Such a choice need 
not minimize the costs of the given out- 
put 

4. We shall denote by a; the rate of 
interest (or, more precisely, the factor 
which plays the role of the market rate of 
interest) employed in particular criteria. 
The subscript distinguishes the propo- 
sals. 

5. By the “period of recoupment” we 
mean — — where 
(a) the superscripts distinguish projects 


yielding identical annual outputs in kind, 
(6) V denotes constant annual operating 
expenses, (c) K denotes single capital out- 
lays, and (d) K' > K® and V® > 
According to the “period-of-recoup- 
ment” criterion, the project which is 
more capital expensive would be selected 
if 
<i, (4) 
where .V, is defined in advance of choice 
as the maximum acceptable period of re- 
coupment. Despite its crudity, the “pe- 
riod-of-recoupment” criterion is repre- 
sented by Soviet writers to be the extent 
of purely economic calculations in Soviet 
practice. In the Soviet literature this cri- 
terion is also stated in two alternative 
versions: (a) the so-called ‘‘coetiicient-of- 
efficiency” criterion, i.e., accept the more 
expensive project if 
K® oun K 2) 


> ai, ( 


where a, = 1/.V,; and (b) the so-called 
“minimum-cost”’ criterion, i.e., accept 
the more expensive project if 


(6) 


In terms of the role envisaged for eco- 
nomic calculations, the Soviet proposals 
may be classified into five groups. 

1. The first denies the relevance of a 
single economic criterion even to the re- 
stricted category of the choice among in- 
vestment projects which yield identical 
outputs. For example, Chernomordik‘ 
states that the choice among investment 
alternatives must be made in accordance 
with the total circumstances prevailing 
in the economy and surrounding each al- 

3D. Chernomordik, “The Efficiency of Capital 
Investments and the Theory of Reproduction,” 
Voprosy Ekonomiki, No. 6, 1949, pp. 78-95. This 
article has been translated in condensed form in the 


Current Digest of the Soviet Press, U1, No.1 (February 
18, 1950), 3-11 
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ternative. The factors which must be 
taken into account—the entire complex 
of political, social, and economic consid- 
erations cannot be formalized into a 
single numerical criterion. Chernomordik 
formulates the coefficient of efficiency 
with an interest calculation—as an aid to 
choice but denies its decisive significance 
even in restricted cases. The merits and 
demerits of each alternative must be as- 
sessed individually, ad hoc, and in detail. 

2. A second group agrees explicitly or 
implicitly with this view of the general 
problem of investment choice but at- 
tempts to formulate a criterion which 
will govern the choice among alternative 
methods of producing a given output. 
Khachaturov‘ refines the coefficient-of- 
efliciency criterion by introducing a dis- 
count factor in order to compare projects 
with different time patterns of capital 
«tiays and operating expenses. He pro- 
poses to choose among projects which 
vield identical outputs by selecting the 
project ior which 


(7) 


N 
a2) + Ka) (1 *f 


= minimum .. 


The discount factor a, is determined by 
estimating the current average coef- 
ficient of relative efficiency, i.e., by estt- 
mating current savings in operating ex- 
penses attributable to investment activ- 
itv and dividing by an estimate of the 
total investments in some preceding pe- 
riod which led to such savings. It 1s ob- 
vious that Khachaturov’: criterion is for- 
mally’ identical with “bourgeois” crite- 
rion II. 

_ Ayvazian® presents a proposal which, 
in essence, differs from Khachaturov’s 
only in the determination of a,. The pro- 
posal is to minimize the costs of the 
given output, but a, is to be determined 
separately for each industry on the as- 
sumption that any possible redistribu- 
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tion of resources is confined to the indus- 
try in question. Ayvazian begins by pro- 
posing to calculate a, in terms of the pos- 
sible increments in output which would 
be obtained if resources expended on a 
given project were devoted to other uses 
within the industry. He then makes the 
arbitrary assumption that the savings in 
operating costs of the old output per 
ruble investment outlay will be equal to 
the increment in output, evaluated at 
operating costs, per ruble investment 
outlay. This enables Ayvazian to trans- 
late a, to a rate of return on capital in 
terms of savings in operating costs. 

Mstislavsky’ finds it necessary to re- 
duce all expenditures to capital outlays. 
He itemizes operating costs in terms of 
kinds of expenditures and, for each item, 
calculates the capital requirements in the 
entire economy per ruble output of this 
item. To this calculation he applies a 
compound interest factor which reflects 
the “national economic effect of released 
funds,”’ i.e., the annual increase in na- 
tional income per ruble of investment. 
Then, among projects which yield identi- 
cal outputs, Mstislavsky proposes to se- 
lect the project which minimizes the capi- 
tal requirements. 

¢T.S.Khachaturov, Osnovy Ekonomiki Zhelesno- 
doroshnogo Transporta (‘‘Foundations of the Eco- 
nomics of Railroad Transport’’), Vol. 1 (Transzhel- 
dorizdat, 1946). H. Hunter has translated, and com- 
mented upon, the relevant sections of Khachatu 
rov’s argument in “The Planning of Investments in 
the Soviet Union,”’ Review of Economics and Statis 
tics, XXXI, No. 1 (February, 1949), 54-63 


ST.e., apart from the determination of the ap- 
propriate discount factor. 

*V. G. Ayvazian, “Basic Conditions of Power 
Economic Calculations in the Planning of Hydro- 
Electric Power Stations,’’ Gidrotekhnicheskoe Stroi- 
tel’stvo, No. 1-2, 1945, pp. 8-12 

7P. Mstislavsky, “Certain Questions of the Ef- 
ficiency of Capital Investments in the Soviet Econ- 
omy,” Voprosy Ekonomiki, No. 6, 1949, pp. 98-115. 
The article has been translated in condensed form in 
Current Digest of the Soviet Press, U1, No. 3 (March 4 
1950), 12-19. 
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3. A third point of view would extend 
the scope of an economic criterion to the 
determination of the scale of plant. Vede- 
neev" proposes to choose among electric- 
power projects on the principle of mini- 
mizing costs per unit of power. Most of 
his argument concerned with the 
proper formulation of costs in the simple 
case of a project with constant output 
per year (denoted by X), constant oper- 
ating costs, and single original-capital 


Is 


outlays. 

Vedeneev proposes to include in costs 
a (simple) rate of return on capital (a,), 
which is determined separately for each 
industry by the average rate of profits 
prevailing in the industry. He further 
proposes to substitute actual replace- 
ment expenditures for the usual amorti- 
zation allowances. The proper formula- 
tion of annual costs per unit of output, 
then, is 


(8) 


ay; A T 
where HW denotes the expenditures on the 
replacement of fixed assets which will 
have worn out over the economic horizon 
of N, years. 

In the choice among power projects 
with equal annual capacity (denoted by 
X), Vedeneev proposes to pick the proj- 
ect for which 

1 


a,Kk + V = minimum. (9) 


In the “choice of the parameters” of a 
power project, Vedeneev proposes to 
choose the s« ale for which 
1 1 
a,A + 
\ N 
* BE. Vedeneev, ** Towards the Quotation of the 
Methodology of the Determination of the Value of 
Power in the Planning of Hydro-Electric Power Sta- 
tions,” Gidrotekhnicheskoe Stroitel’stvo, No. 1-2, 1945, 


(10) 


KAPLAN 


In the latter case the criterion becomes 
one of finding the minimum point on the 
long-run average-cost curve for the en- 
terprise where average costs include pro- 
vision for earning the specified rate of re- 
turn on capital. But the long-run aver- 
age-cost curve is peculiarly defined. It is 
a static concept in the sense that the 
time pattern of outputs and inputs is ig- 
nored; yet it is dynamic in the sense that 
only outputs and inputs which occur 
within a specified time period are in- 
cluded in the calculations. 

4. A fourth approach identifies a sub- 
set of projects, restricted not by output 
but by type, among which an economic 
criterion is to arbitrate. Emelianov’ con- 
fines himself to an analysis of the eco- 
nomic efficiency of mechanization. For 
different kinds of machinery he proposes 
to determine the quantity of homogene- 
ous labor freed by the application of the 
machine (denoted by Zp) and the quan- 
tity expended on its production and oper- 
ation (denoted by Lz). The computations 
which result are heroic indeed, but more 
significant than the computations is the 
use to which Emelianov proposes to put 
them. He proposes to decide which of 
different kinds of machinery to produce 
by a comparison of Lp/ Lp for each. The 
question is no longer how to produce a 
given output. The question has become: 
To which of alternative outputs within a 
specified sector shall resources be allo- 
cated, i.e., which of a specified set of in- 
vestment goods shall be produced? 

5. A fifth group more or less surrepti- 
tiously seeks to solve the general prob- 
lem of choice by a more or less reasonable 
facsimile of the internal rate of return on 

*A. Emelianov, “On Methods of Determining 
the Economic Efficiency of the Use of Machines in 
the Soviet Economy,”’ Voprosy Ekonomiki, No. 11, 
1949, pp. 104-14. This article has been summarized 
in Soviet Studies, 1, No. 4 (April, 1950), 376-82. 
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capital. Gubin*® constructs the following 
function on the basis of which alternative 
investment projects are to be compared: 


N 

He restricts his problem to the choice 
among hydroelectric-power projects 
which yield identical amounts of energy 
(denoted by X,). He further assumes (1) 
that the economic horizon for the com- 
parison (denoted by .V,) is given in ad- 
vance and (2) that the prices which enter 
V, and A, are actual (i.e., present and 
expected future) prices but that the price 
which enters R, is that output price (de- 
noted by a) which would earn the re- 
quired rate of return (a,). Then, for each 
project, Gubin proposes to solve the 
equation 


No 
S* (R — Vi— Ky) (1 + ay) = 0 (11) 


a=0 


(where R, = X,+a) 


for a and to select the project with the 
smallest a. 

The required rate of return is deter- 
mined by “that rate of profitability 
which would secure the growth of indus- 
trial enterprises foreseen by the plans of 
development of our national economy.” 
Gubin, furthermore, requires that any 
accepted investment project earn this 
rate of return. This requirement implies 
the restriction, which is not stated math- 
ematically by Gubin, that the project 
with the smallest @ will be undertaken 
only if 

asd, (12) 
where d is the current output price or, if 
price is expected to change, the average 

te F. F. Gubin, “Economic Investigations in the 
Comparison of Hydro- and Thermal Electric Power 
Stations and Their Variants,”’ Gidrotekhnicheskoe 
Stroitel’stvo, No. 1-2, 1945, pp. 12-16. 

" [bid., p. 13. 


expected price. It can be proved that uni- 
versal application of Gubin’s criterion, 
subject to restriction (12), will, if the out- 
lay-revenue series is well-behaved, result 
in rejection and acceptance of the same 
projects as would application of ‘“‘bour- 
geois” criterion 

Lur’e’} begins his argument by propos- 
ing to apply the coefficient-of-efliciency 
criterion to the case of projects with iden- 
tical outputs. He then refines his criterion 
to handle differences in the time pattern 
of expenditures, arriving at ‘“bourgeois’’ 
criterion IT as the basis for comparison of 
variants. Lur’e justifies the use of a com- 
pound-interest factor by the loss to th 
national economy, that is, the savings in 
operating expenses foregone in other 
uses, when resources are “tied up”’ in the 
given project. 

Lur’e, however, makes further remarks 
on the determination and application of 
a, which, in effect, extend his criterion to 
the general choice among investment al- 
ternatives. In Lur’e’s analysis, a, is a 
minimum admissible rate of efliciency 
applied in such a way that no accepted 
project will have a rate of efficiency less 
than a,. It follows, therefore, that a, can- 
not have different values for different 
branches of industry. It follows also that 
a; cannot be calculated from statistical 
data. In Lur’e’s view, a, must be so de- 
termined as to equalize the demand for 
and the exogenous supply of investible 
funds. It must be determined by the 

"Let r, = R, — Va — Ka. By a “well-behaved” 
outlay-revenue series | mean one in which r_ < 0 for 
oSn < N’,andr, 2 ofor N’ Sa S Neo. lamin- 


debted to Kenneth J. Arrow of Stanford University 
and the RAND Corporation for proof of this. 

8A. Lur’e, “Methods of Comparing Operating 
Expenditures and Capita! Investments in the Eco 
nomic Evaluation of Technical Measures,”’ in 
Voprosy Ekonomiki Zhelesnodoroshnogo Trans porta 
(“Economic Problems of Railroad Transport’), ed 
E. D. Khanukov and V. I. Chernyshev (Transzhel 
dorizdat, 1948), pp. 5-70 
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highest planning organs which will make 
the appropriate adjust ments if the rate is 
too high or too low. Honestly to restrict 
the choice to projects which yield identi- 
cal predetermined outputs must nar- 
rowly circumscribe the subset of invest- 
ment alternatives considered in compari- 
son with the total investment program. 
If the industrial demand for capital is to 
be sensitive to changes in a,, the choices 
cannot be so circumscribed as to leave 
future output unaffected. 

Furthermore, in discussing the eco- 
nomic sense of interest calculations Lur’e 
indicates clearly that the consequence of 
his criterion is to equalize the marginal 
efficiency of investment (in his definition 
of efficiency) in all uses. And in criticizing 
incorrect practices in railroad project- 
making Lur’e condemns the selection of 
one of six variants of a particular railroad 
line on the grounds that with a plausible 
minimum rate of efliciency none of the 
variants should have been accepted, i.e., 
the railroad should not have been built. 
It should be noted parenthetically that 
Novozhilov,'* on the grounds of maxi- 
mizing the efhciency of investments, 
seems to present a substantially identical 
proposal. The effect of the Lur’e-Novo- 
zhilov criterion is not simply to select the 
project which minimizes the costs of a 
specified output but to choose among dif- 
ferent kinds of future output as well. The 
criterion is, therefore, analogous to 
“bourgeois” criterion L. 

Novozhilov, “Methods of Finding the 
Maximum Effect of Capital Investments in the So- 
cialist Economy,” an article in Trudy Leningradskogo 
Finansovo-Ekonomicheskogo Instituta (“Works of the 
Leningrad Financial-Economic Institute’) (3d ed., 
1947). The book, so far as I know, is not available in 
the United States. The statement of Novozhilov’s 
position is based on Mstislavsky’s review of the book 
(Voprosy Ekonomiki, No. 7, 1948, pp. 131-35) and 
on Mstislavsky’s remarks in “On Methodological 
Mistakes in the Literature on the Economics of In- 
dustry and Transport,’’ Voprosy Ekonomiki, No. 10, 
1948, pp. 35°45 
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The Lur’e-Novozhilov criterion, how- 
ever, is not operationally clear. The am- 
biguity derives basically from the facts 
that by definition the coefficient of ef- 
ficiency can compare only two projects at 
a time and can do so only at identical 
outputs and that the refinement of the 
coeflicient-of-efficiency criterion into 
“bourgeois” criterion I] assumes that the 
specified output will be produced some- 
how. Perhaps the real point of the pro- 
posal is to gain acceptance for the idea 
that decentralized authorities (project- 
makers) shall justify their demand for 
capital by attaching thereto a percentage 
(the coefficient of relative efficiency) and 
that centralized authorities shall arbi- 
trate among the competing demands by 
ranking the projects in accordance with 
the percentages and accepting those with 
percentages above a prescribed mini- 
mum. The hope may be that once this is 
done the way will be open, by an appro- 
priate determination of the percentages, 
for choice among investment alternatives 
on “bourgeois” rate-of-return principles." 

Levin" asserts that the project-maker 
cannot and must not be bound by the 
arbitrary distinction between the ques 
tions of what and how to produce. Many 
of the Soviet writers err in stating criteria 
which answer only the latter question. 
The project-maker must be permitted 
and prepared to make proposals, subject 
to ratification by the higher authorities, 

‘Ss If this conjecture seems utterly wild, it should 
be recalled that Ayvazian proposes to determine a; 
in terms of possible increments of output and then to 
translate this by a doubtful assumption to possible 
economies in operating expenses. Lur’e, furthermore, 
treats as identical objectives for the allocation of in- 
vestment funds: (1) the maximum reduction in an- 
nual costs, (2) the maximum increase in labor pro- 


ductivity, and (3) the maximum increase in net out- 
put 

© G. Levin, “Problems of Determining the Eco- 
nomic Expediency of Project Solutions,’’ Voprosy 
Ekonomiki, No. 4, 1959, pp. 72-85. 
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which bear on both questions. Unfortu- 
nately the prescriptions which emerge 
from Levin’s article are vague. At one 
point he states the importance of the rate 
of profitability of the project as a crite- 
rion for choice. But elsewhere he speaks 
quite generally of the necessity to con- 
sider the output, the capital outlays, the 
operating costs, the periods of construc- 
tion and service of possible alternatives, 
without further indication of how the 
multiple factors are to be combined for 
choice. 

Strumilin’? approaches the problem of 
choice among investment alternatives 
with orthodox Marxian categories. He 
distinguishes, therefore, between expend- 
itures of living and embodied labor and 
evaluates all outlays and receipts in 
homogeneous labor units. 

In a given investment project let K = 
capital outlay (assumed to be made in 
year o once and for all); L = expendi- 
tures of living labor per year (assumed to 
be constant); J, = expenditures of em- 
bodied labor in year n; RX, = output in 
year n. The expenditures of embodied la- 
bor per year and output per year are as- 
sumed to be constant when evaluated in 
labor units with present productivity. Let 
us denote these quantities by J and R, 
respectively. Since labor productivity is 
assumed to increase by a compound rate 
of a; per cent per year, Strumilin pro- 
poses to include as annual costs and re- 
ceipts of year m not J and R but rather 
J, = J(i +a,) “and R, = R(t +a,;)™. 

Strumilin mentions a number of in- 
dices which might be used justifiably to 
choose among projects. In his arithmetic 
illustrations, however, he seems clearly 
to regard as the decisive criterion the 

"7S. G. Strumilin, “The Factor of Time in the 
“tanning of Capital Investments,”’ /svestia Akademii 
. aak SSSR: Otdelenie Ekonomiki i Prava, No. 3, 
1946, pp. 195-215. The article has been summarized 
in Soviet Studies, 1, No. 2 (October, 1949), 119-23. 
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sum of the net returns which each project 
promises. The trouble is that he employs 
various versions of this sum_ But at least 
one of these makes sense, by analogy, 
from a “bourgeois’’ point of view, 
namely, 


Ne 
DS JI) (1 +05) No L—K (13) 
n=O 

The only formal difference between 
(13) and the “bourgeois” formula for the 
present value of an investment project is 
a difference in numéraire. The various 
terms in the former are evaluated not in 
constant dollars but in labor units. What 
is changing over time is, so to speak, the 
rate of exchange between objects of em- 
bodied labor and units of living labor. 
Consequently, if the numéraire is L, the 
expenditures of living labor enter expres- 
sion (13) in a peculiar way. An accumula- 
tion factor, equal to (1 + as)", must be 
included to express the appreciation in its 
value (i.e., its productivity) over time. 
A discount factor, equal to (1 + a,)™, 
must be included to reflect the time pref- 
erence for early receipts (since a given 
quantity of labor units —-say (in year 1 
could be invested and, at a going rate of 
return of a, per cent, would result in 
Q{1 + a,] labor units in year 2). Accord- 
ingly, the expenditure of living labor 
term becomes 


Neo 
+ a5)"(1 +05) Noel. (14) 


Thus, in Strumilin’s analysis, the rate of 
increase of labor productivity plays the 
role of the rate of return, and today’s 
labor units play the role of today’s dol 
lars. Apart from numéraire, both Strumi- 
lin and the “bourgeois” economist see a 
given stream of outlays and receipts in a 
formally identical way. 

In any case, Strumilin applies some 
version of a net-returns criterion to two 


Hl 
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types of problems: (1) the choice among 
projects which yield the same kind and 
amount of annual output and (2) the 
choice among projects which yield differ- 
ent amounts, but the same kind, of an- 
nual output. Although, in the light of the 
second type of problem, it is logical to 
extend Strumilin’s criterion to the gen- 
eral choice among investment projects," 
Strumilin does not explicitly do so. 

Mstislavsky"”’ positive 
tribution belongs, as we have seen, in the 
second group — attempts a wholesale crit- 
icism of the proposals of Khachaturov, 
Vedeneev, Gubin, Lur’e, Novozhilov, 
Strumilin, and others. lie dismisses these 
proposals as methodological mistakes 
which reflect bourgeois influences. The 
proposals made by Gubin and Vedeneev 
that each accepted investment project be 
required to earn a specified rate of return 
and Strumilin’s preference for a_net- 
returns criterion are regarded as at- 
tempts to among investment 
projects in accordance with their rates of 
protitability. Mstislavsky also identifies 
the coeiicient of efficiency as another 


whose con- 


choose 


species of the “bourgeois” concept of the 
rate of return on capital and makes no 
distinction between the proposals of 


*Strumilin’s speciiic example of the second type 
em is that of the best period of extraction of 
limited supply of ore. [am arguing that 
ns implied by the example are unessen- 
iuse the discount factor gives different valua 
identical totals and because different 


vould be commensurable in labor- 


1known and 

the restricti 

tial bee 

tions to the 

kinds o} output 

its in precisely the same way as different 

ounts of the same kind of output are commen 
surable 

Mstislavsky, “On Methodological Mistakes 

in the Literature on the Economics of Industry and 

Transport’’; “On the Works of the Leningrad Finan- 

cial-Economic Institute,”’ Voprosy Ekonomiki, No 

pp. 131-35; “Certain Questions of the Ef- 

» of Capital Investments in the Soviet Econ- 

The test two articles have been summarized 

t Studies, 1, No. 2 (October, 1949), 123-27 

" t article has been translated in condensed 

form in Current Digest of the Soviet Press, Ul, No 3 


(March 4, 1950), 12-19 
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Khachaturov and Lur’e with respect to 
the use of the coefficient. The objection 
to all such proposals is that they lead, as 
a normative principle, to a unification of 
the rate of return on capital in alterna- 
tive uses and that this violates the plan- 
ning principles of the Soviet economy. 

The proposals by Khachaturov, Lur’e, 
Strumilin, et a/., to use a compound-in- 
terest formula in order to make capital 
and operating expenditures commensu- 
rable are described by Mstislavsky as 
un-Marxist, un-Soviet, and unreal. The 
root of the error is the assumption that 
the objective of Soviet planning is to 
maximize the increase in labor produc- 
tivity and consequently that all econo- 
mies obtained from investments are de- 
voted to technological advances. Msti- 
slavsky’s objection to interest calcula- 
tions is at least disingenuous, for when 
Mstislavsky presents his own proposal he 
uses a compound-interest calculation 
after having determined statistically the 
percentage of economies devoted to in- 
vestment. 

All the writers examined use in some 
way a calculation which bears a more or 
less close relationship to the “bourgeois” 
concept of the rate of interest. In “‘bour- 
geois’’ economic theory the rate of inter- 
est plays a dual role. First, it is a cost 
which must be added to other costs. As a 
reflection of the rate of return on capital 
in other uses, it compensates for alterna- 
tives sacrificed. As a compounded rate, it 
serves to make commensurable outlays 
(and receipts) which occur at different 
points in time. Second, it is an allocative 
device which chooses among projects. As 
an internal rate of return, i.e., as that 
rate of discount which equalizes the pres- 
ent value of net receipts and the cost of 
the asset, it serves to rank projects ac- 
cording to their efficiency and, in com- 
parison with the market rate of interest, 
to accept and reject projects. 
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We may conclude from the repeated 
references to “the generally accepted pe- 
riod of recoupment criterion” that cur- 
rent Soviet practice—in so far as it is 
based on an economic criterion— is char- 
acterized by the calculation of (4) or (5) 
in the special case of choice among proj- 
ects with identical outputs. It is easy to 
see from (6) that this represents only a 
crude attempt to include in annual costs 
a factor which reflects the rate of return 
on capital and to choose that project 
which, for a given output, minimizes 
annual costs. 

Vedeneev produces little improvement 
in this crude formulation of costs. Except 
for Emelianov, who does not use a rate of 
interest, and Levin, who uses a rate of 
interest but says that one should not, all 
the other writers introduce a more so- 
phisticated notion of the rate of interest 
which permits solution of the commensu- 
ration problem. The views of the Soviet 
writers on the rate of interest— including 
(1) definition of the rate of interest, (2) 
determination of the applicable rate, and 
(3) proposed rates--are summarized in 
Table 1. 

It will be seen that the concept of a 
rate of interest related to a rate of return 
on capital is common to all the writers ex- 
cept Emelianov and Levin. And attached 
to this concept is a well-developed notion 
(except in Vedeneev’s case) of opportu- 
nity costs, a well-developed sense of the 
alternatives sacrificed when scarce re- 
sources are tied up in a particular project. 
Each of these writers proposes to con- 
struct a cost series which includes a rate 
of return on capital derived from other 
uses. And each (save Vedeneev) proposes 
to use this rate to make commensurable 
outlays with different dates. Both Soviet 
and “bourgeois” economists, thus, see a 
given outlay series in a formally identical 
way.” 

Since resolution of the controversies of 


the twenties—-when “teleological” plan 
ning and forced industrialization became 
the Soviet line—outputs have been de 
termined centrally on sociopolitical as 
well as on economic grounds. A remark- 
able point in the Soviet discussion of in- 
vestment choice is that some writers give 
evidence of a desire to change even this. 

Emelianov, Gubin, Lur’e, Novozhilov, 
and possibly Strumilin apparently seek 
to impose on central planning a norma- 
tive criterion which is related to, or iden- 
tical with, the “bourgeois” criterion of 
the internal rate of return. This is a pro- 
posal which has far-reaching implica- 
tions. The Soviet controversy over the 
rate of industrialization was a contro- 
versy over the direction of investment as 
well as over the rate of investment. Reso- 
lution of the controversy in favor of 
forced industrialization signived a great 
emphasis on producers’ goods rather 
than on consumers’ goods, on heavy in 
dustries rather than on light industries, 
as well as high rates of investment. The 
sectors emphasized were and are char- 
acterized by relatively high capital re 
quirements (per ruble of total costs) and 

2° It should be noted that some of the writers ap 
parently attempt to avoid the Marxist heresy of at 
tributing net productivity (i.e., value creation) to 
capital by defining the rate of return on capital in 
terms of savings in operating costs. The uneasiness 
of the attempt—if, in fact, this is the objective—is 
perhaps most transparent in Ayvazian’s formulation, 
for he proceeds to savings in operating costs via in 
crements of output and an assumption of their 
equivalence. 

In any event, a number of writers make no such 
attempt. It would seem, in this instance at least, 
that Marxist theory operates only, and not even al 
ways, as a constraint. Indeed, only two of the writers 

Emelianov and Strumilin—find it useful or neces 
sary to operate with labor-value categories. The 
others use money costs and prices even in the face of 
the universally accepted proposition that in the 
Soviet Union relative prices bear no necessary rela 
tionship to relative values or to relative “‘prices of 
production” (cf., e.g., Voznesensky, Economy of the 
USSR in World War I] (Public Affairs Press, 1948), 
p. 72; Political Economy in the Soviet Union |Inter 
national Publishers, 1944], p. 38). 
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letermined by ¢ 
nordik calculates that this percentage was roughly 20 per cent in 1932 and somewhat higher for the period 1942-37 
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TABLE 1 


VIEWS OF SOVIET ECONOMISTS ON THE RATE OF INTEREST 


Defi 


Savings In operating costs 
Capital outlay 


Rate of profit 


Rate of prot 


Savings in operating costs 
Capital outlay 


Savings in operating costs 
Capital outlay 


Increase in national income 
due to investments In 
vestments 


Savings in operating costs 
Capital outlay 


Rate of annual increase of 
productivity 


Rate of protit 


are intermsofar 


Determination 


Average for each industry 


separately* 


Increase in profits Invest 
ments— for economy 


That rate of profit which 
would secure the expan- 
sion of industrial enter 
prises foreseen by plans 
of development of the 
national economy 


Average for economy 


Phat rate which equalizes 
the demand for and the 
exogenous supply of cap 
ital 


Total for economy 


Minimum for accepted 
projects in economy, 
given the amount of in 
vestment 


Average for economy 


Average for each industry 
separately 


Voprosy Kkonomiti, No. 6, 1940, p. So 


Investigations in the Comparison of Hydro- and Thermal Power Stations and Their Variants, 


O 12,1945, 


Rate Proposed 


Compound rate not speci 
fied 


10-20 per cent simplet 


15 per cent compounded} 


12 per cent compounded § 


100 per cent simple 


Indeterminate a priori, but 
8-12 per cent compound- 
ed is regarded as plau- 
sible 


17 per cent compounded ** 


Compound rate not speci- 
fied (presumably  inde- 
terminate a priori) 


6 per cent compounded ft 


6 per cent of original capital 
outlay added to annual 
costs for electric-power 
industry $§ 


sluating increments of output at operating costs and calculating the rate of profit 


per cent rate of interest: Chernomordik, ‘“The Efficiency of Capital Investments and the 


Gidrotekh 


Khachaturov states the expecta- 


Hunter, “The Planning of Investments in the Soviet Union,’’ Review of Economics and Sta 


lenies the relevance of an interest rate to Soviet conditions. When he compares two projects with different patterns of 


«tion expenditures, however, he uses what amounts to a simple interest rate of too per cent 


#Lare 
Matislawsky 


Agiven amount 


in productive activity 


rate as variable 
tt Cf. Matislay 
Strumilin 
Prava, No 4 
Veceneev 
blectri« 


wer time (cf 


1940, | 


Towards the Question of the Methodology of the Determination of the Value of Power in the Planning of Hydro 
Power Stations 


bserves that other writers have proposed rates which vary from 4 to 20 per cent 
ses national income data from the second five-year plan (1942 <7) 
{ accumulations, 4, will increase national income by o 654 in the first year (since not all accumulations are invested 
in the second year, o 654 (1 4+ 
Certain Questions of the Efficiency of Capital Investments in the Soviet Economy,’ pp 
Matislawsky remarks that the proposed rates vary between 4 and 25 per cent 


wooskit+o0.1 
Matislavsky, 


On Methodological Mistakes in the Literature on the Economics of Industry and Transport’ and 
rks of the Leningrad Financial. Economic Institute 


Phe Factor of Time in the Planning of Capital Investments,"’ /svestia Akademii Nawk SSSR: Otdelenie Ekonomihi i 


Gidrotekhnicheskoe Siroite stoo, No. 1-2, 1045, 7 


o.17)*in the third vear, etc 


Khachaturov states the same range 
And, more precisely, Mstislavsky states that 
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by relatively low rates of profit." Adop- 
tion of the proposals advanced by the 
writers in the fifth group above would 
serve to reverse the historical emphasis’ 
in Soviet investment policy. Indeed, even 
the extensions of the period-of-recoup- 
ment criterion proposed to deal with the 
choice between alternatives which yield 
the same output would serve to penalize 
capital-intensive projects*’—and_ espe- 
cially so with the relatively high interest 
rates suggested. 

Thus, the Soviet literature on invest- 
ment choice—its lack of unanimity, its 
lack of official resolution, and the nature 
of the proposals—suggests, or perhaps 
forecasts, the possibility of wide disagree- 
ment over the future course of Soviet 
economic development. Many of the par- 
ticipants in the discussion make remarks 
which seem to lend credence to this con- 
jecture. Chernomordik observes that the 
time is now ripe for a balanced develop- 
ment of the separate branches of industry 
rather than for an overwhelming concen- 
tration on large-scale construction proj- 
ects which yield fruit only in the remote 
future.** Mstislavsky objects that this 
would slow down the rate of technical 
progress.’ Prit, reviewing the articles by 

Cf. A.1. Notkin, Ocherki Teorii Sotsialistiches- 
kogo Vosproizvodstva (“Essays on the Theory of So 
cialist Reproduction”), (Gospolitizdat, 1948), pp. 15 
and 80 

* The period-of-recoupment criterion may be re- 
stated as follows. Select the more expensive (in capi 
tal outlays) project if and only if [V@) — Vi} 
aj K\) — K®] > 1, where > and Vi) < 
Vv‘). The inclusion of the more sophisticated concept 
of the rate of interest results in division of the nu- 


merator by (1 + a)", and division of the 


nev 
N 
denominator by Since (1 + ar)" > as, the 
n=O 
criterion which uses a discount (or accumulation) 
factor will be more restrictive, i.e., given a, will re- 
ject more capital-expensive variants 
48 Chernomordik, op. cit., pp. 81-85. 


Chernomordik and Mstislavsky, de- 
scribes both as reactionary and harmful 
in proposing the retardation of social de- 
velopment.” Krylov, reviewing Lur’e’s 
article, accuses Lur’e of wishing to retard 
the development of heavy industry.” 
Lur’e criticizes Strumilin for unduly fa- 
voring capital-intensive projects.*’ Ayva- 
zian criticizes the usual statement of the 
period-of-recoupment criterion on the 
grounds that it overstates the desirabil- 
ity of capital-expensive projects.” And so 
on with polemical overtones. 

It is difficult to gauge the importance 
or intensity of these considerations, to 
separate the side-remarks from the burn- 
ing issues. It is possible that the litera- 
ture cited represents the work of acade- 
micians who are to be permitted their 
impotent indulgences until official resolu- 
tion occurs. On the other hand, it is also 
possible that the old controversy over the 
rate of industrialization still smoulders or 
that a new controversy over the empha- 
sis on heavy industry and producers’ 
goods exists or is brewing. Diagnosis 
would be brash, but some symptoms are 
present.” 

4 Mstislavsky, “Certain Questions of the Ef- 
ficiency of Capital Investments,”’ p. 104. 

%A. Prit, “Review of the Journal Voprosy 
Ekonomiki ior 1949,"’ Isvestia Akademii Nauk SSSR: 
Oldelenie Ekonomiki i Prava, No. 1, 1950, Pp. 59 

* P. Krylov, “Against Bourgeois Methodology in 
the Economic Problems of Transport,’’ Planovoe 
Khosiaistvo, No. 4, 1949, p. 86 

77 Lur’e, op. cit., p. 58 

** Avvazian, op. cit., p. 8 

¥ At least four articles on investment choice have 
appeared in the Soviet journals subsequent to the 
preparation of this paper. They are (a) A. 1. Baum 
gol’ts, “On the Question of the Efficiency of Capital 
Investments,’ IJsvestia Akademii Nauk SSSR: 
Otdelenie Ekonomiki i Prava, No.6, 1950, pp. 440 §2; 
(b) P. Denisov, “A Practical Test Is the Best Check 
of a Method,” Voprosy Ekonomiki, No. 1, 1951, pp. 
112-19; (c) T. S. Khachaturov, “Methods of Eco- 
nomic Comparison of Variants of Capital Invest- 
ments,” Isvestia Akademii Nauk SSSR: Otdelenie 
Ekonomiki i Prava, No. 4, 1950, pp. 235-51; (d) 
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P. Orlov and [. Romanov, “On the Question of the 
Methodology of Comparing Variants of Projected 
Construction,”’ Voprosy Ekonomiki, No. 1, 1951, pp. 
104-11. In addition, the editorial board of Voprosy 
Ekonomiki (No. 1, 1951, p. ttg) mentions plans fora 
conference on the problems of investment choice in 
April-May, 1951, and for publication of the results 
if the discussion No reports of the conference have 
yet appeare d 

Although the four new articles contribute little of 
substance to the discussion, a brief indication of the 
contents of each may be of interest 

1) Baumgol’ts criticizes the proposals of Cherno 
mordik and, especially, Mstislavsky, but largely on 
technical grounds. His positive contribution is a vote 
for the “coefficient-of-efficiency” criterion with a 
uniform a; for the entire economy. 

b) Denisov defends Mstislavsky’s proposal on the 
grounds that, as a member of a project-making or- 
ganization, Denisov has applied the method to con- 
crete problems and found it workable. He cites a case 
ind indicates some computations. He states his af 
“characteristic” result of Mstislav- 
s method as against the “coefficient-of-effi- 
iency”’ criterion, namely, that Mstislavsky’s meth 
14 does not lead to selection of the technically least 
In my opinion one surprising as 
it implies for 


fection for the 


vivanced variant 
this article is the freedon 
project-making organizations in the choice of a cri- 
terion. Mstislavskv’s proposal has been widely criti- 
cized; vet Denisov asserts that he has applied it and 


pect of 


found it good 
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c) Khachaturov, it seems, has recanted. He now 
states (1) that the use of a minimum admissible co 
efficient of efficiency to choose among investment 
alternatives which yield identical outputs is incor 
rect, (2) that the use of a compound interest calcula- 
tion to make commensurate expenditures with dif 
ferent dates is incorrect, and (3) that the importance 
of money-cost calculations in investment choice has 
been exaggerated. The recantation is particularly in 
teresting because it is (1) apparently spontaneou 
(2) self-righteous, and (3) not 
Khachaturov’s article is still in the form of a dis- 
cussion, with no indication of an official imprimatur 
Furthermore, Khachaturov nowhere mentions that 
the views he now criticizes have recently been his 
own. Finally, Khachaturov ends with an ambiguous 
proposal which can easily be interpreted to permit a 
return to his previous position and even, if necessary, 
to go beyond it. It is as if he sees or foresees a race 
for Bolshevik orthodoxy and cannot quite decide 
which horse to back 

d) Orlov and Romanov criticize the “coefficient 
of-efficiency”’ criterion on the grounds (1) that it 
overemphasizes the importance of money costs in 
investment choice and (2) that it restricts the scope 
Apparently, as members 


unambiguous 


of project-makers’ choices 
of a project-making organization, Orlov and Roma 


nov also cite a particular problem in railroad con 
struction and discuss the factors relevant for its 
solution. The prescriptions are vague and sound like 
Levin's (cf. above, pp. 138° 39). 
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conoMic theorists have dealt with 
monopolistic and oligopolistic compe- 
tition, on the one hand, and pure competi- 
tion, on the other; yet little effort has been 
made to unify these various theories of 
competition. This short note suggests a 
method of unifying these theories by means 
of game and information theory. 

Oligopoly theory has been treated in two 
ways. One is essentially static and assumes 
complete information to be present, as in the 
theory of games.’ The other assumes lack of 
complete information. The latter treatment 
has led to ideas of conjectural interde- 
pendence. The mathematical models of 
Cournot and Bertrand are of this variety. 
When dealing with the problem formulated 
in this manner, it is difficult to distinguish 
between statics and dynamics. The litera- 
ture is not clear, even in the Cournot duop- 
oly case, as to whether or not each produc- 
tion adjustment is meant to represent one 
period. Is it to be regarded as taking place 
instantaneously or possibly only taking 
place in the entrepreneurs’ minds until they 
both produce at the equilibrium rate?4 

In pure competition theory, the problem 


' This research was partially supported by the 
Office of Naval Research, Contract N6onr-27009. 

* To be more precise, the information referred to 
here is information concerning the rules of the game. 
In other words, complete knowledge of the pay-off 
values to every player of every possible outcome of 
the game is assumed. An example that demonstrates 
this is matching pennies. The players do not have 
information on how the pennies are going to land 
next time, but they know the eight numbers a4,,;, 
where i = 1, 2;) = 1, 2, which represent the pay-offs 
to each player for all possible results 

3Brems has worked out several interesting 
cases of duopoly based on period analysis (Hans 
Brems, Product Equilibrium under Mono polistic 
Competition |Harvard, 1951), chap. xiv 


of information is dealt with by saying that 
each competitor knows that he cannot influ- 
ence the market; hence he engages in a 
simple maximization problem. Professor 
Viner has suggested that pure competition 
does not imply complete information but 
implies equal ignorance on the part of all 
competitors. Professor Knight suggests: 
“Chief among the simplifications of reality 
prerequisite to the achievement of perfect 
competition is, as has been emphasized all 
along, the assumption of practical om- 
niscience on the part of every member of the 
competitive system.’’* Professor Morgen- 
‘stern has pointed out the error in Knight's 
statement,’ yet very little formal analysis 
of the information aspects of pure competi- 
tion has been done. 

The theory of monopoly deals with one 
individual maximizing against either an 
inanimate object in the market case or with 
a machine with a given law of motion in the 
long-run equilibrium case. For the market 
situation, the monopolist is assumed to 
know some sort of demand curve or func- 
tion between price and quantity taken. In 
the long-run situation, sociological, psycho- 
logical, or economic reasons can be thrown 
in; and the monopolist’s reaction to a shift 
in the demand curves caused by any one of 
these reasons can be studied. A degree of un- 
certainty can be introduced by setting up 
the problem in a manner amenable to period 
analysis and then giving the monopolist 
only a probability distribution over the 
possible shapes of the future-demand curves 

*F. H. Knight, Risk, Uncertainty and Projit 
(Boston, 1921), Pp. 197 


$O. Morgenstern, “Perfect Foresight and Eco- 
nomic Equilibrium,” Zeitschrift fur Nationalékono- 
mie, V1, Part ILI, 1935 
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(how this probability distribution is arrived 
at is another problem that has not been 
looked at very closely). Essentially com- 
plete information is implicit in most treat- 
ments of monopoly. 

A very abstract formal scheme or model 
of firms in competition is sketched here in 
order to examine the role played by informa- 
tion. A firm is regarded as an organization 
designed to obtain, process, store, and act on 
information. Each firm is assumed to be 
maximizing some quantity which is in a 
monotonic relationship to money. For the 
sake of simplicity the firms can be taken to 
be maximizing money.® This assumption 
permits the use of the von Neumann 
Morgenstern type of game theory, which, al- 
though it is a highly simplified model, will 
serve to examine the basic structure of 
competition. 

In order to simplify the discussion here, 
the game models will be discussed only in 
normalized form.’ This means that the 
games are of the sort in which each player 
makes a move simultaneously, then, when 
all the moves have been made, a pay-off is 


yiven to each player. An example of this is 
where the move consists of offering a certain 
number of goods to the market, and the 
pay-off is the amount of money received for 


the goods. 

Competition under the von Neumann 
Morgenstern conditions of complete infor- 
mation about the pay-offs must be examined 


* There is no need to keep to this simple assump- 
tion whenever using game theory. The complaints 
against the work of von Neumann and Morgan- 
(i) 


stern can be broken down into two varieties 


they into their model only by as 
suming that it is linear with regard to utility, (2) 
they leave out a “utility to gambling’’ when they 
The tirst com- 
plaint can be taken care of by letting each player 
have his own utility and then 
redetining the solution to take care of this extra 


The second complaint (which becomes 


can put money 


consider probability combinations 
function lor mone 


condition 
much weaker when the first has been accounted for) 
has been taken care of by N. Dalkey in a paper on 
“Probability and the Measurement of Utility,”’ 
Econometrica, XUX, No. 1 (January, 1951), $3 

J. von Neumann and O. Morgenstern, Theory of 
Games and Economic Behavior (2d ed.; Princeton, 


1947), 
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first; then information modifications will be 
introduced. 

Monopoly as treated in current theory is 
easily reformulated in game-theory terms, 
and the old results remain. It can be regarded 
aS a one-person nonzero sum game." There 
is just one pay-off matrix (a,) which tells 
the monopolist what profit he would make 
for any production rate. These numbers can 
be obtained by considering that the mo- 
nopolist knows what his marginal cost and 
demand curves look like. He picks a 
strategy which will maximize his pay-off. 
This is the production rate at which 
marginal cost equals marginal revenue. 
Strictly speaking, since game theory is a 
general equilibrium theory, monopoly is 
actually an (.V + 1)-person nonzero sum 
game, where the players are V buyers and 
1 seller. However, it has been implicitly 
assumed here that the V buyers can be re- 
placed by a demand curve that is fixed and 
known to the seller. The reason for this will 
be discussed when information is dealt with. 

Duopoly can be treated as a two-person 
nonzero sum game. Here, if the players have 
complete information about the pay-offs but 
play a completely nonco-operative game and 
do not even communicate with each other, 
then the best that either player can enforce 
for himself is an equilibrium point.’ This 
would yield a situation somewhat like the 
Cournot solution, depending upon what the 
competitor’s variables were regarded to be. 
This solution implies one possible state of 
society which is logically possible but does 
not seem to be very relevant to societies as 
we know them. We can consider the possibil- 
ity of co-operation. Game theory suggests 
that joint maximization will be striven for, 
and there will be a side-payment. Limits can 
be placed on the size of the side-payment by 
this economic theory, but the actual side- 
payment made can be determined only by 
additional assumptions. 

Three players in competition in a non- 


*Von Neumann and Morgenstern, op. cit., p. 47 

J. F. Nash, Jr., “Equilibrium Points in N-Per 
son Proceedings National Academy of 
Sciences, 1950, p. 30 
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zero. sum game bring in many complications, 
and the number of solutions’? becomes 
great. Such situations as a discriminatory 
solution in which two of the players gang up 
against the third can exist and obey the eco- 
nomic conditions that each firm strives to 
enforce for itself an outcome as favorable as 
possible. The multiplicity of solutions in 
this case indicates that economic assump- 
tions made here are not enough to determine 
a result that will be a single solution con- 
sisting of a single imputation of the money 
and goods involved. To close the model in 
the sense of obtaining a one-imputation 
solution, sociological and psychological as- 
sumptions must be added. The assumption 
as to how the two members of a coalition are 
going to split the gains obtained by squeez- 
ing the third man is a psychological one, for 
it requires postulates about each _ indi- 
vidual’s bargaining strength and other 
similar factors. The selection of a dis- 


criminatory solution to start out with re- 
quires a sociological assumption. A whimsi- 
cal example here would be to consider a 


society consisting of two Nazis and a Jew. 

Games with four, five, and more players 
appear to become more and more complex as 
the number of players increases. All indicate 
the need for extra-economic assumptions to 
get a single-imputation solution. As N be- 
comes large, there seems to be no indication 
that the situation will simplify; on the con- 
trary, it would appear that the reverse is 
true. Qualitatively new phenomena appear 
in the six- and seven-person games; and, al- 
though the analysis has not yet been carried 
out for many games, the number of players 
seems very important to the structure of the 
game. An addition of one player may cause 
a totally new phenomenon to appear. Given 
a large .V-person game with complete knowl- 
edge of the pay-off values to all players, then 
game theory gives no indication of ever 
reaching a state analogous to that of pure 
competition. 

The von Neumann- Morgenstern theory 
is one in which it is assumed that the players 

*e Von Neuman and Morgenstern, op. cit., pp. 102 
and 264 
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all know the pay-off values for every pos- 
sible outcome to every player in the game. 
Discussion and argument between the 
players takes place before they settle down 
actually to play the game. The aspects of 
negotiation and information-gathering are 
left out of the game model. In economic life 
these play an important role; hence it is 
desirable to look at the theory of games in 
the light of some modifications that are 
suggested. 

The processes of obtaining, processing, 
and storing information and the processes of 
evaluating and negotiating coalitions cost 
money and take time. On examination it 
will be seen that these are not minor “‘fric- 
tions,” as has been suggested sometimes, but 
are major economic limitational factors. 

Information storage is examined first. It 
is reasonable to assume that any firm has a 
given finite upper bound to its capacity for 
storing information. This storage can be re- 
garded as anability to keep a certain amount 
of numbers. Let this amount for a particular 
firm be J;. 

Let the ith player have a, strategies open 
to him (these can be regarded as decisions to 
produce 10, 11, 12,...ete....goods to 
bring to market). Then the total amount of 
numbers needed for complete knowledge of 
the pay-offs in an »-person normalized 
game is 


nT] 


If we consider, just for the purposes of 
illustration, that each player has the same 
number of strategies &, then this becomes 
nk". As the number of people in the game 
increases, the proportion of information that 
a firm can store in comparison to the amount 
that it needs for complete knowledge is 


or in the simpler case /, nk". This propor- 
tion goes to zero asymptotically at a very 


| 
: 
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rapid rate. If there were 2 players in the 
game and each had 1o strategies, then 200 
numbers would have to be stored. Increase 
the number of players to 10, then 100,- 
000,000,000 numbers are required for com- 
plete information. 

The firm will have an upper limit on the 
amount of information it can obtain. Each 
number represents an observation. If we as- 
sume that there is no trouble involved in 
gathering information other than making a 
phone call to the bureau of statistics, noting 
down the information, and handing it to the 
information-storage section, then we have a 
problem of the same order of magnitude as 
that in the storage section. Actually it will 
be much worse because the acquisition of 
information will rarely be as simple as the 
method outlined above. If the upper bound 
to the firm’s ability to obtain information is 
?’,, the proportion it can handle to the 
amount it needs is 


P, 


or in the simpler case P, nk". 

Once the firm has obtained and stored all 
the numbers it needs, then it must process 
them. Lf the firm is to take advantage of the 
fine structure of coalitions that exist in the 
von Neumann- Morgenstern game, it must 
evaluate the power of every possible coali- 
tion that can be formed. If there are n 
players, each firm must evaluate all possible 
combinations which give 


or (2" — 1) numbers that must be processed 
and evaluated from the data on hand. 

If we assume that all the firms have 
worked out everything that is necessary, we 
are still left with the problem of communi- 
cation and discussion among the players 
prior to agreement. Regard each player as 
being situated in a room having telephone 
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connections with all other players via a 
central switchboard. There are conference 
rooms available for any groups who desire to 
meet. The problem is, How do the num- 
ber of telephone calls and conferences that 
are needed to reach agreement depend upon 
the number of players? A very simple ex- 
ample of this dependence can be given. The 
final result of communication and discus- 
sion will be agreement upon some imputa- 
tion (which will be an N-tuple of numbers, 
one number for each player). Suppose that 
this is a number between 1 and ¢. Then the 
probability that they will all agree is the 
same as the probability of being able to pick 
a point in this given .V-dimensional space. 
This is 1 ¢. In this very simple case the 
number of imputations that have to be dis- 
cussed before agreement will be reached is 
seen to increase as a constant raised to the 
nth power." 

Four conditions on information and com- 
munication have been examined. All are 
seen to involve an increase of numbers with 
the Nth power, where N is the number of 
players. Any one of these conditions by 
itself is enough to warrant a modification of 
the von Neumann- Morgenstern type of 
game when attempting to set up an .V-per- 
son economic model. 

As soon as the number of players becomes 
fairly large, the amount of information at 
the disposal of a single firm becomes a 
minuscule segment of that required to 
play a von Neumann- Morgenstern type of 
game. By attaching even slight costs to the 
acts of storing, gathering, and processing in- 
formation, any firm can compute that the 
cost of getting anything like complete in- 

" The aspects of communication and discussion 
are touched upon only very lightly here. Voting is 
an example of an N-person decision upon an im- 
putation where a highly restrictive procedure has 
been erected in order to be able to cut down con- 
sideration of all possible imputations. If the fine 
structure of game theory is not to be blunted, there 
should be no limitation on the number of imputa- 
tions discussed within any solution set. A more 
complete discussion of the estimate of communica- 
tion will be given elsewhere. 
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formation will be astronomical. The firm 
must act under low-information conditions, 
which indicates that it would play a nonco- 
operative” game, since this really requires 
only a fairly good knowledge of one’s own 
pay-off matrix. One can also look at this in 
the light of Wald" and say that information 
is so bad that each player plays as if he 
were in the position of playing a game 
against “Nature.’’ Both these methods yield 
a solution analogous to that of pure compe- 
tition. The assumption that is vital to make 
the game nonco-operative is one that has al- 
ways been made implicitly in economic 
theory but has not been stressed very often 
explicitly, that is, that each player must be 
ignorant of the other players’ individual 
supply curves or, even if he knows something 
about them, then the costs of computation, 
communication, and formation of coalition 
must be higher than the apparent gain from 
collusion. If one wished to consider a market 
with many players and complete informa- 
tion, pure competition might exist only if 
the costs of communicating and coalition 
formation were prohibitive or if coalition 
were prohibited by law (in which case im- 
plicit collusion might be expected). 

It is because of lack of information and/or 
the expense of collusive organization in 
comparison to the estimated worth of the 
organization that monopoly can be treated 
by game theory as a 1-person rather than as 
an (V + 1)-person game. The V buyers can 
be replaced by the fiction of a demand curve 
because they are playing nonco-operatively. 

The effect of the assumption of informa- 
tion limitations upon situations in which the 
number of competitors is small is difficult to 
analyze and has not been solved here. How- 
ever, the problem can be formulated and dis- 
cussed. With few competitors, the informa- 


" This term is used by Nash to describe situations 
where no collaboration or communication takes 
place (J. F. Nash, Jr., “Theory of Non-cooperative 
Games,” Princeton University thesis, May, 1950). 

Cf. L. J. Savage, “The Theory of Statistical 
Decision,’ Journal of the American Statistical 
Association, XLVI (March, 1951), 58 and 59. 


tion state of each will most likely be such 
that he knows enough to realize that the 
coalition aspects of the situation he is in 
should be considered. But the state of in- 
formation may be sufficiently bad for the 
knowledge by one player of the ignorance of 
another player to constitute an advantage. 
The game can be considered in two phases: 
first, the players seek more information, 
then they consider the aspects of coalition. 
One of the reasons given for the formation 
of cartels is that ignorance can be eliminated 
and with it the “wasteful” aspects of compe- 
tition under imperfect information." 

Consideration of game theory and infor- 
mation limitations suggest the following 
models: 

Monopoly: A one-person nonzero sum game 
with a one-imputation solution. 

Few competitors: Most of the multi-imputa- 
tion solutions suggested by von Neumann and 
Morgenstern as long as the amount of informa- 
tion remains fairly high. Then a zone which has 
not been analyzed as yet where the inde- 
terminacy is due to the lack of adequately known 
methods of formulating action under various 
degrees of ignorance. 

Many competitors: A nonco-operative game 
with a one-imputation solution. 


What constitutes few or many com- 
petitors can be answered in terms of the 
quantity and costs of information. A market 
has sufficient firms for pure competition if 
the foreseeable pay-off due to coalition by 
any of them appears to be lower than coali- 
tion costs and the probable cost of obtain- 
ing more information. 

Possibly one of the first steps for many 
firms in competition to take is to form a 
trade association among whose functions the 
dissemination of information is by no means 
minor. In this way, in a dynamic situation 
the amount of information available enables 
many to become few for the purpose of 
competition. 

As methods of communication and proc- 


™L. Marlio, The Aluminum Cartel (Washington, 
D.C.: Brookings Institution, 1947), p. 71. 
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essing of information improve, the amount 
that any one firm can handle will grow; 
hence, the number of units that would con- 
stitute a situation of oligopolistic competi- 
tion will grow. 

This analysis has attempted to stress the 
importance of information as an economic 
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parameter which merits explicit introduc- 
tion into economic models. It has suggested 
that game theory, with communication 
conditions considered, serves to provide 
well-defined models of competition and 
offers an explicit statement of the unity 
implicit in theories of competition. 
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1.1. Friedman and Savage’ have ex- 
plained the existence of insurance and lot- 
teries by the following joint hypothesis: 

(1) Each individual (or consumer unit) 
acts as if he (a) ascribed (real) numbers 
(called utility) to every level of wealth* and 


' 
‘ 
A 
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(d) acts in the face of known odds so as to 
maximize expected utility. 
(2) The utility function is as illustrated 


' This paper will be reprinted as Cowles Com- 
mission Paper, New Series, No. 57 

?I have benefited by conversations with M. 
Friedman, C. Hildreth, E. Malinvaud, L. J. Savage, 
and others. While the present paper takes issue with 
the article of Friedman and Savage, quoted in n. 3, 
I take it as axiomatic that the Friedman-Savage 
article has been one of the major contributions to the 
theory of behavior in the face of risk. The pres- 
ent paper leads only to a smal! modification of the 
Friedman-Savage analysis. This modification, how- 
ever, materially increases the extent to which com- 
monly observed behavior is implied by the analysis. 

3M. Friedman and L. J. Savage, “The Utility 
Analysis of Choices Involving Risk,’’ Journal of 
-olitical Economy, LVI (August, 1948), 279-304 

4I wish to avoid delicate questions of whether 
the relevant utility function is the “utility of money”’ 
or the “utility of income.’’ I shall assume that in- 
come is discounted by some interest rate, and I shall 
speak of the “utility of wealth.” 


in Figure 1. We may assume it to be a con- 
tinuous curve with at least first and second 
derivatives.’ Let U be utility and W be 
wealth. Below some point A, (d°U’)/ (dW?) < 
between A and B, (aU) /(dW*)>0; 
above B, < o. 

To tell geometrically whether or not an 
individual would prefer W, with certainty or 
a “‘fair’’® chance of rising to W, or falling to 


W,,, draw a line from the point (W’,, U(W,)) 
to the point (W,, U(W,,)). Lf this line passes 
above the point (W,, U(W,)), then the ex- 
pected utility of the fair bet is greater than 
U(W,); the bet is preferred to having W, 
with certainty. The opposite is true if the 
line (W,, U(W,)), (W,, U (W,)) passes below 
the point (W., U(W,)). In Figure 2, W, is 
preferred to a fair chance of rising to W, or 

’The existence of derivatives is not essential 
to the hypothesis. What is essential is that the curve 
be convex below A and sbove B; concave between 
A and B. The discussion would be essentially un- 
affected if these more general assumptions were 
made. 

¢ A fair bet is defined as one with expected gain 
or loss of wealth equal to zero. In particular if a is 
the probability of W, and (1 — a) is that of W,, 
then aW, + (1 — a)W, = We. 
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falling to W,. The chance of rising to WY or 
falling to W; is preferred to having W with 
certainty. The first example may be thought 
of as an insurance situation. A person with 
wealth W’, would prefer to be sure of W, 
than to take a chance of falling to W,. The 
second example may be thought of as a lot- 
tery situation. The person with wealth W; 
pays (W3 — W,) for a lottery ticket in the 
hope of winning (W, — W)). Even if the 
insurance and the lottery were slightly “‘un- 
fair,”’? the insurance would have been taken 
and the lottery ticket bought. 

Thus the Friedman-Savage hypothesis 
explains both the buying of insurance and 
the buying of lottery tickets. 


yy 


1.2. In this section I shall argue that the 
Friedman-Savage (F-S) hypothesis contra- 
dicts common observation in important re- 
spects. In the following section I shall pre- 
sent a hypothesis which explains what the 
F-S hypothesis explains, avoids the contra- 
dictions with common observation to which 
the F-S hypothesis is subject, and explains 
still other phenomena concerning behavior 
under uncertainty. 

In Figure 3 a line / has been drawn tan- 
gent to the curve at two points.* A person 
with wealth less than C is presumably 
if + (1 — > We, Wi + 
Ws. For limits on the amount of un- 
would accept see 


(1 — < 
fairness which an 
Friedman and Savage, op. cit., p. 291 

p 


individual 
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“poor’’; a person with wealth greater than D 
is presumably well to do. Friedman and 
Savage go so far as to suggest that these may 
represent different social classes. The 
amount (D — C) is the size of the optimal! 
lottery prize (i.e., the size of prize which it is 
most profitable for lottery managers to of- 
fer). Those poorer than C will never take a 
fair bet. Those richer than D will never take 
a fair bet. Those with wealth between C and 
D will take some fair bets. 

We shall now look more closely at the 
hypothesized behavior of persons with vari- 
ous levels of wealth. We shall see that for 
some points on the W axis the F-S hypothe- 
sis implies behavior which not only is not 
observed but would generally be considered 
peculiar if it were. At other points on the 
curve the hypothesis implies less peculiar, 
but still questionable, behavior. At only one 
region of the curve does the F-S hypothesis 
imply behavior which is commonly ob- 
served. This in itself may suggest how the 
analysis should be modified. 

Consider two men with wealth equal to 
C + 4(D — C) (i.e., two men who are mid- 
way between C and D). There is nothing 
which these men would prefer, in the way of 
a fair bet, rather than one in which the loser 
would fall to C and the winner would rise to 
D. The amount bet would be (D — C), 2 
half the size of the optimal lottery prize. At 
the flip of a coin the loser would become 
poor; the winner, rich. Not only would such 
a fair bet be acceptable to them but none 
would please them more. 

We do not observe persons of middle in- 
come taking large symmetric bets. We ex- 
pect people to be repelled by such bets. If 
such a bet were made, it would certainly be 
considered unusual and probably irrational. 

Consider a person with wealth slightly 
less than D. This person is “almost rich.” 
The bet which this person would like most, 
according to the F-S hypothesis, is one 
which if won would raise him to D, if lost 
would lower him to C. He would be willing 
to take a small chance of a large loss for a 
large chance of a small gain. He would not 
insure against a loss of wealth to C. On the 


| 
i 
i 
Fic. 3 


UTILITY OF WEALTH 


contrary he would be anxious to underwrite 
insurance. He would even be willing to ex- 
tend insurance at an expected loss to him- 
self! 

Again such behavior is not observed. On 
the contrary we find that the insurance busi- 
ness is done by companies of such great 
wealth that they can diversify to the point 
of almost eliminating risk. In general, it 
seems to me that circumstances in which a 
moderately wealthy person is willing to risk 
a large fraction of his wealth at actuarially 
unfair odds will arise very rarely. Yet such a 
willingness is implied by a utility function 
like that of Figure 3 for a rather large range 
of wealth. 

Another implication of the utility func- 
tion of Figure 3 is worth noting briefly. A 
person with wealth less than C or more than 
D will never take any fair bet (and, a for- 
tiori, never an unfair bet). This seems pe- 
culiar, since even poor people, apparently as 
much as others, buy sweepstakes tickets, 
play the horses, and participate in other 
forms of gambling. Rich people play roulette 
and the stock market. We might rationalize 
this behavior by ascribing it to the “fun of 
participation” or to inside information. But 
people gamble even when there can be no 
inside information; and, as to the joy of 
participation, if people like participation but 
do not like taking chances, why do they not 
always play with stage money? It is desir- 
able (at least according to Occam’s razor) to 
have an alternative utility analysis which 
can help to explain chance-taking among the 
rich and the poor as well as to avoid the less 
defensible implications of the F-S hypothe- 
sis. 

Another level of wealth of interest corre- 
sponds to the first inflection point on the 
F-S curve. We shall find that the implica- 
tions of the F-S hypothesis are quite plau- 
sible for this level of wealth. I shall not dis- 
cuss these implicatons at this point, for the 
analysis is essentially the same as that of the 
modified hypothesis to be presented below. 

2.1. I shal! introduce this modified hy- 
pothesis by means of a set of questions and 
answers. I have asked these questions infor- 
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mally of many people and have typically re- 
ceived the answers indicated. But these 
“surveys” have been too unsystematic to 
serve as evidence; I present these questions 
and typical answers only as a heuristic in- 
troduction. After this hypothesis is intro- 
duced, I shall compare its ability and that of 
the F-S hypothesis to explain well-estab- 
lished phenomena. The hypothesis as a 
whole is presented on page 155. 

Suppose a stranger offered to give you 
either 10 cents or else one chance in ten of 
getting $1 (and nine chances in ten of get- 
ting nothing). If the situation were quite 
impersonal and you knew the odds were as 
stated, which would you prefer? 


(1) 10 cents with certainty or one chance in 
ten of getting $1? 


Similarly which would you prefer (why not 
circle your choice?) : 

(2) $1 with certainty or one chance in ten of 
getting $10? 

(3) $10 with certainty or one chance in ten of 
getting $100? 

(4) $100 with certainty or one chance in ten 
of getting $1,000? 

(5) $1,000 with certainty or one chance in ten 
of getting $10,000? 

(6) $1,000,000 with certainty or one chance in 
ten of getting $10,000,000? 


Suppose that you owed the stranger 10 
cents, would you prefer to pay the 


(7) 10 cents or take one chance in ten of 
owing $1? 
Similarly would you prefer to owe 

(8) $1 or take one chance in ten of owing $10? 

(9) $10 or take one chance in ten of owing 
$100? 

(10) $100 or take one chance in ten of owing 
$1,000? 

(11) $1,000,000 or take one chance in ten of 
owing $10,000,000? 


The typical answers (of my middle-in- 
come acquaintances) to these questions are 
as follows: most prefer to take a chance on 
$1 rather than get 10 cents for sure; take a 
chance on $10 rather than get $1 for sure. 
Preferences begin to differ on the choice be- 


154 
tween Sio for sure or one chance in ten of 
$100. Those who prefer the $10 for sure in 
situation (3) also prefer $100 for sure in situ- 
ation (4); while some who would take a 
chance in situation (3) prefer the $100 for 
sure in situation (4). By situation (6) every- 
one prefers the $1,000,000 for sure rather 
than one chance in ten of $10,000,000. 

All this may be explained by assuming 
that the utility function for levels of wealth 
above present wealth is first concave and 
then convex (Fig. 4). 


present wealth 
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Let us continue our heuristic introduc- 
tion. People have generally indicated a pref 
erence for owing to cents for sure rather 
than one chance in ten of owing $1; owing $1 
for sure rather than taking one chance in ten 
of owing S1o; $1o for sure rather than one in 
ten of Stoo. There comes a point, however, 
where the individual is willing to take a 
chance. In situation (11), for example, the 
individual generally will prefer one chance 
in ten of owing $10,000,000 rather than 
owing $1,000,000 for sure. All this may be 
explained by assuming that the utility func- 
tion going from present wealth downward is 
first convex and then concave. Thus we have 
a curve as in Figure 5, with three inflection 
points. The middle inflection point is at 
present wealth. The function is concave im- 
mediately above present wealth; convex, 
immediately below. 

How would choices in situations (1)-(11) 
differ if the chooser were rather rich? My 
yuess is that he would take a chance on get- 
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ting the $10 rather than take $1 for sure; 
take a chance on $100 rather than take $10 
for sure; perhaps take a chance on $1,000 
rather than take $100 for sure. But the point 
would come when he too would become cau- 
tious. For example, he would prefer $1,000,- 
ooo rather than one chance in ten of 
$10,000,000. In other words, he would act 
essentially the same, in situations (1)—(6), as 
someone with more moderate wealth, except 
that his third inflection point would be 
farther from the origin. Similarly we hy- 
pothesize that in situations (7)-(11) he 
would act as if his first inflection point also 
were farther from the origin. 

Conversely, if the chooser were rather 
poor, I should expect him to act as if his 
first and third inflection points were closer 
to the origin. 
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Generally people avoid symmetric bets. 
This suggests that the curve falls faster to 
the left of the origin than it rises to the right 
of the origin. (Le., U(Y) > |U(— X),, 
X > 0.) 

To avoid the famous St. Petersburg Para- 
dox, or its generalization by Cramer, I as- 
sume that the utility function is bounded 
from above. For analogous reasons I assume 
it to be bounded from below. 

So far I have assumed that the second in- 
flection corresponds to present wealth. 
There are reasons for believing that this is 
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not always the case. For example, suppose 
that our hypcethetical stranger, rather than 
offering fo give you $X or a chance of SY, 
had instead first given you the $Y and then 
had offered you a fair bet which if lost would 
cost you —$X and if won would net you 
$(V — X). These two situations are essen- 
tially the same, and it is plausible to expect 
the chooser to act in the same manner in 
both situations. But this will not always be 
the implication of our hypotheses if we in- 
sist that the second inflection point always 
corresponds to present wealth. We can re- 
solve this dilemma by assuming that in the 
case of recent windfall gains or losses the 
second inflection point may, temporarily, 
deviate from present wealth. The level of 
wealth which corresponds to the second in- 
flection point will be called “customary 
wealth.”’ Unless I specify otherwise, I shall 
assume that there have been no recent wind- 
fall gains or losses, and that present wealth 
and ‘“‘customary wealth” are equal. Where 
the two differ, I shall let ‘‘customary 
wealth” (i.e., the second inflection point) 
remain at the origin of the graph. Later I 
will present evidence to support my conten- 
tions concerning the second inflection point 
and justify the definition of “customary 
wealth.” 

To summarize my hypothesis: the utility 
function has three inflection points. The 
middle inflection point is defined to be at the 
“customary” level of wealth. Except in 
cases of recent windfall gains and losses, cus- 
tomary wealth equals present wealth. The 
first inflection point is below, the third in- 
flection point is above, customary wealth. 
The distance between the inflection points is 
a nondecreasing function of wealth. The 
curve is monotonically increasing but 
bounded; it is first concave, then convex, 
then concave, and finally convex. We may 
also assume that |U’( — X)| > U(X),X > 
o (where Y = 0 is customary wealth). A 


* It may also be a function of other things. There 
is reason to believe, for example, that the distance 
between inflection points is typically greater for 
bachelors than for married men 


curve which is consistent with our specifica 
tions is given in Figure 5s. 

2.2. Anexamination of Figure 5 will show 
that the above hypothesis is consistent with 
the existence of both “fair” (or slightly “un 
fair’) insurance and “‘fair” (or slightly “un- 
fair’’) lotteries. The same individual will buy 
insurance and lottery tickets. He wil! take 
large chances of a small loss for a small 
chance for a large gain. 

The hypothesis implies that his behavior 
will be essentially the same whether he is 
poor or rich—except the meaning of “‘large”’ 
and “small” will be different. In particular 
there are no levels of wealth where people 
prefer large symmetric bets to any other 
fair bet or desire to become one-man insur- 
ance companies, even at an expected loss. 

Thus we see that the hypothesis is con- 
sistent with both insurance and lotteries, as 
was the F-S hypothesis. We also see that the 
hypothesis avoids the contradictions with 
common observations to which the F-S hy- 
pothesis was subject. 

2.3. I shall now apply the modified hy- 
pothesis to other phenomena. I shall only 
consider situations wherein there are objec- 
tive odds. This is because we are concerned 
with a hypothesis about the utility function 
and do not want to get involved in questions 
concerning subjective probability beliefs. It 
may be hoped, however, that a utility func- 
tion which is successful in explaining be- 
havior in the face of known odds (risk) will 
also prove useful in the explanation of be- 
havior under uncertainty. 

It is a common observation that, in card 
games, dice games, and the like, people play 
more conservatively when losing moder- 
ately, more liberally when winning moder- 
ately. Anyone who wishes evidence of this is 
referred to an experiment of Mosteller and 
Nogee."” Participants in the experiment were 
asked to write instructions as to how their 
money should be bet by others. The instruc- 
tions consisted of indicating what bets 


“An Experimental Measurement of Utility,’ 
Journal of Political Economy, LIX (1951), 389 
The above evidence would be more conclusive if it 
represented a greater range of income levels 
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should be accepted when offered and ‘“‘fur- 
ther (written) instructions.” The “further 
instructions” are revealing; for example, 
“A-IL—Play till you drop to 75 cents then 
stop!!”’; “B-V—-Lf you get low, play only 
very good odds”; “C-1—If you are ahead, 
you may play the four 4’s for as low as $3”; 
“C-ILL—If player finds that he is winning, 
he shall go ahead and bet at his discretion”’; 
“C IV-—-Ifhis winnings exceed $2.50, he may 
play any and every hand as he so desires, 
but, if his amount should drop below 60 
cents, he should use discretion in regard to 
the odds and hands that come up.”” No one 
gave instructions to play more liberally 
when losing than when winning. The tend- 
ency to play liberally when winning, con- 
servatively when losing, can be explained in 
two different ways. These two explanations 
apply to somewhat different situations. 

A bet which a person makes during a se- 
ries of games (“plays”’ in the von Neumann 
sense) cannot be explained without reference 
to the gains and losses which have occurred 
before and the possibilities open afterward. 
What is important is the outcome for the 
whole series of games: the winnings or los- 
ings for “the evening” as a whole. Suppose 
“the evening” consists of a series of inde- 
pendent games (say matching pennies) ; sup- 
pose that the probability (frequency) dis- 
tribution of wins and losses for a particular 
game is symmetric about zero. Suppose that 
at each particular game the player has a 
choice of betting liberally or conservatively 
(i.e., he can influence the dispersion of the 
wins and losses). If he bet with equal liberal- 
ity at each game, regardless of previous wins 
or losses, then the frequency distribution of 
final wins and losses (for the evening as a 
whole) would be symmetric. The effect of 
playing conservatively when losing, liberally 
when winning, is to make the frequency dis- 
tribution of tinal outcomes skewed to the 
right. Such skewness is implied as desirable 
(in a large neighborhood of customary in- 
come) by our utility function. In sum, our 
utility function implies the desirability of 
some positive skewness of the final outcome 
frequency distribution, which in turn im- 
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plies the desirability of playing conserva- 
tively when losing moderately and playing 
liberally when winning moderately. 

This implication holds true whatever be 
the level of customary wealth of the individ- 
ual. In the F-S analysis a person with wealth 
equal to D in Figure 3 would play liberally 
when losing, conservatively when winning, 
so as to attain negative skewness of the fre- 
quency distribution. This, I should say, is 
another one of those peculiar implications 
which flow from the’F-S analysis. 

Now let us consider the effect of wins or 
losses on the liberality of betting when we do 
not have the strategic considerations which 
were central in the previous discussion. For 
example, suppose that the “evening” is over. 
The question arises as to whether or not the 
game should be continued into the morning 
(i.e., whether or not a new series of games 
should be initiated). There is also a question 
of whether or not the stakes should be higher 
or lower. We abstract from fatizue or loss of 
interest in the game. 

How do the evening’s wins or losses af- 
fect the individual’s preferences on these 
questions? Since his gain or loss is a ‘‘wind- 
fall,” the individual is moved from the 
middle inflection point (presumably by the 
amount of the gain or loss). 

A person who broke even would, by hy- 
pothesis, have the same preferences as at the 
beginning of the evening. 

A person who had won moderately would 
(by definition of ‘‘moderate’’) be between 
the second and third inflection point. The 
moderate winner would wish to continue the 
game and increase the stakes. 

A person who had won very much would 
(by the definition of “very much’’) be to the 
right of the third inflection point. He would 
wish to play for lower stakes or not to play 
at all. In the vernacular, the heavy winner 
would have made his “killing” and would 
wish to “‘quit while winning.”’ 

The moderate loser, between the first and 
second inflection points, would wish to play 
for lower stakes or not to play at all. 

A person who lost extremely heavily (to 
the left of the first inflection point) would 
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wish to continue the game (somewhat in 
desperation). 

We see above the use of the distinction 
between customary and present wealth. In 
the explanation use was made of both the 
assumption that (a) before windfall gains or 
losses the second inflection point (custom- 
ary income) is at present income and (6) im- 
mediately after such gains or losses custom- 
ary income and present income are not the 
same. 

To have an exact hypothesis—the sort 
one finds in physics—we should have to 
specify two things: (a) the conditions under 
which customary wealth is not equal to pres- 
ent wealth (i.e., the conditions referred to as 
recent windfall] gains or losses) and (6) the 
value of customary wealth (i.e., the position 
of the second inflection point) when cus- 
tomary wealth is not equal to present 
wealth. It would be very convenient if I had 
a rule which in every actual situation told 
whether or not there had been a recent wind- 
fall gain or loss. It would be convenient if I 
had a formula from which customary wealth 
could be calculated when this was not equal 
to present wealth. But I do not have such a 
rule and formula. For some clear-cut cases I 
am willing to assert that there are or are not 
recent windfall gains or losses: the man who 
just won or lost at cards; the man who has 
experienced no change in income for years. I 
leave it to the reader’s intuition to recognize 
other clear-cut cases. I leave it to future re- 
search and reflection to classify the am- 
biguous, border-line cases. We are even more 
ignorant of the way customary follows pres- 
ent wealth or how long it takes to catch up. 

I have assumed that asymmetric bets are 
undesirable. This assumption could be 
dropped or relaxed without much change in 
the rest of the hypothesis; but I believe this 
assumption is correct and should be kept. 
Symmetric bets are avoided when moderate 
or large amounts are at stake. Sometimes 
small symmetric bets are observed. How can 
these be explained? I offer three explana- 
tions, one or more of which may apply in 
any particular situation. First, we saw pre- 
viously that a symmetric bet may be part of 
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a strategy leading to a positively skewed 
probability distribution of final outcome for 
the evening as a whole. Second, for very 
small symmetric bets the loss in utility from 
the bet is negligible and is compensated for 
by the “fun of participation.” Third (this 
reason supplements the second), there is an 
inflection point at W = 0; therefore, the 
utility function is almost linear in the neigh- 
borhood of W = o, and, therefore, there is 
little loss of utility from small symmetric 
bets. 

3-1 Above I used the concept of “fun of 
participation.” If we admit this—as we 
must—as one of the determinants of be- 
havior under uncertainty, then we must con- 


Fupected wildy of bet 


Utility of not gambling 


Fic. 6 


tend with the following hypothesis: The 
utility function is everywhere convex; all 
(fair) chance-taking is due to the “fun of 
participation.”’ This ‘‘classical’’ hypothesis 
is simpler than mine and is probably rather 
popular. If it explained observable behavior 
as well as my hypothesis, this classical hy- 
pothesis would be preferable to mine. 
Before examining the hypothesis, we 
must formulate it more exactly. It seems to 
say that the utility of a gamble is the ex- 
pected utility of the outcomes plus the util- 
ity of playing the game (the latter utility is 
independent of the outcome of the game). 
This can be presented graphically as in Fig- 
ure 6. One implication of this hypothesis is 
that, for given (fair) odds, the smaller the 
amount bet, the higher the expected utility. 
In particular, when millionaires play poker 
together, they play for pennies; and no one 
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will buy more than one lottery ticket. This 
contradicts observation." 

(ne might hypothesize that the utility of 
the game, to be added to the utility of the 
outcomes, is a function of the possible loss 
(—W,) or the difference between gain and 
loss (W, — W,). Neither of these hypotheses 
explains why people prefer small chances of 
larve gains with large chances of small losses 
rather than vice versa. Nor do they explain 
why people play more conservatively when 
losing than when winning. 

In short, the classical hypothesis may be 
consistent with the existence of chance-tak- 
ing, but it does not explain the particular 
chances which are taken. To explain such 
choices, while maintaining simple hypothe- 
ses concerning “fun of participation,” we 
must postulate a utility function as in Fig- 


ure 5. 

4.1. It may be objected that the argu- 
ments in this paper are based on flimsy evi- 
dence. It is true that many arguments are 
based on priori’’ evidence. Like most 
priori’’ evidence, these are presumptions of 


the writer which he presumes are also held 
by the reader. Such a priori evidence in- 
cludes the implausibility of middle-income 
'' The statement that millionaires “ought”’ to 
lay for pennies ts irrelevant. We seek a hypothesis 
to explain behavior, not a moral principle by which 
to judge behavior. 
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persons desiring large symmetric bets and 
the implausibility of the one (moderately 
rich) man insurance company. Perhaps the 
only evidence of mine which could, so to 
speak, ‘stand up in court”’ is the testimony 
of the Mosteller- Nogee experiment. But this 
does not fully suit our needs, since only a 
narrow range of wealth positions were sam- 
pled. I realize that I have not ‘“demon- 
strated” “beyond a shadow of a doubt”’ the 
“truth’’ of the hypothesis introduced.” I 
have tried to present, motivate, and, to a 
certain extent, justify and make plausible a 
hypothesis which should be kept in mind 
when explaining phenomena or designing 
experiments concernir, behavior under risk 
or uncertainty. 


'? Even now we are aware of one class of com- 
monly observed phenomena which seems to be in- 
consistent with the hypothesis introduced in this 
paper, as well as the hypotheses which this one 
was intended to supersede. The existence of multiple 
lottery prizes with various sized prizes may con- 
tradict the theory presented. If we are forced to 
concede that the individual (lottery-ticket buyer) 
prefers, say, a fair multiple prize lottery to all other 
fair lotteries, then my hypothesis cannot explain this 
fact. Nor can any other hypothesis considered in 
this paper explain a preference for different sized 
lottery prizes. Nor can any hypothesis which as- 
sumes that people maximize expected utility. Even 
now we must seek hypotheses which explain what 
our present hypotheses explain, avoid the con- 
tradictions with observation to which they are 
subject, and perhaps explain still other phenomena. 
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The Works and Correspondence of David Ricardo, 
Vol. I: On the Principles of Political Economy 
and Taxation; Vol. Il: Notes on Malthus’s 
Principles of Political Economy. Edited by 
PreRO SRAFFA with the collaboration of M. 
H. Doss. New York: Cambridge University 
Press. Pp. lxii+447; xviii+ 463. $4.75 per 
vol. 

Nothing but praise can be accorded to the 
editors of this monumental undertaking for 
the loving care they have bestowed on its per- 
formance. One must, to be sure, wait for the 
succeeding volumes to see the real prizes of the 
treasure trove. We are told, for example, that, 
of the 555 letters that will appear in the final 
four volumes, “well over half” will be published 
for the first time; that these previously un- 
published letters will include the correspond- 
ence between Ricardo and James Mill and the 
letter of Malthus to Ricardo; and that among 
the “new papers and notes” to be appended 
to the promised two volumes of pamphlets 
and papers is an “unfinished paper on ‘Ab- 
solute Value and Exchangeable Value’ on 
which Ricardo had been engaged in the last 
weeks of his life.”” Yet even the first two vol- 
umes, which alone are under review here, pro- 
vide more than adequate occasion for con- 
gratulating and thanking the editors. 

In the case of the Principles, we now have, 
for the first time, a scrupulous variorum edi 
tion. In the case of the Notes on Malthus’s 
Principles of Political Economy, we now have 
substantially what Professor Cannan desid- 
erated in his criticism of the Hollander-Greg- 
ory @lition of the Notes—‘‘a reprint of Mal- 
thus’s book with Ricardo’s notes added, each 
in its proper place at the foot of the page”’ - 
the omissions from Malthus’s text amounting 
“to rather less than a third of the original.”’ If 
the editors had done no more than provide us 
with these two superb examples of scrupulous 
“editing,” they would have deserved our pro- 
found gratitude. 

In fact, however, they have done more. To 
each volume there is an admirable introduc- 
tion which makes use of such of the material 
that is to appear in subsequent volumes as 


bears on the form and origin of the two texts 
now before us. Thus, the Introduction to the 
Principles provides a fully documented account 
of the way in which the Principles came to be 
written, with particular reference to the part 
played by James Mill, as clarified by the newly 
discovered correspondence between the latter 
and Ricardo; and here the editors establish 
beyond any doubt that there is no foundation 
for the suggestion by Dunbar (and, in a less 
extreme form, by Marshall) that the book 
“was written, not for the public eye, but as a 
statement of opinions made for his own pur 
poses, and that its publication was an after 
thought of his friends.” 

The Introduction to the Principles also pro 
vides an admirable guide to the main changes 
made in the successive editions of the work 
There was no a priori reason to assume that a 
study of these changes would reveal some 
striking shift, hitherto unappreciated, in 
Ricardo’s argument (comparable, say, to the 
well-known differences between the first and 
the subsequent editions of Malthus’s Essay on 
Population) or would provide the basis for an 
interpretation of Ricardo’s system widely at 
variance with that generally propagated on 
the basis of the Jast edition of the Principles 
(as is certainly the case, for example, with re 
spect to Walras’ treatment of money as be 
tween the first and the subsequent editions of 
his Eléments). And, in fact, no important “dis 
covery” of either sort is evident-—to me, at any 
rate. What the editors properly call (I. lvii) 
“the most revolutionary change" in the third 
edition—namely, “the new chapter, on Ma 
chinery, in which Ricardo retracts his previous 
opinion that the introduction of machinery is 
benefi¢ial to all the different classes of society”’ 

was'a change which Ricardo himself high 
lighted by declaring, in the new chapter, that 
his opinion on this question had “undergone a 
considerable change.’’ What the editors have 
done here is not to reveal a fact previously 
unfamiliar but to provide, in the Introduction 
(pp. lvii-lx), additional material which illu 
minates the stages by which Ricardo was led to 
record his change of view. 
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Inde d, one of the points established by the 
editors is that some of the changes in the suc 
cessive editions which commentators such as 
Hollander and Cannan have interpreted as 
indicating that Ricardo “steadily retreated 
under pressure of his critics’’ are not capable, 
in the light of new collateral evidence, of bear- 
ing this interpretation (I, xxxvii ff.) The con- 
clusion, therefore, is not that these two volumes 
in themselves provide material for a significant 
reinterpretation of Ricardo; it is that the edi 
tors have lifted enough of the curtain covering 
the contents of the later volumes to show that 
familiarity with those contents will be a neces 
sary part of the equipment of anyene who 
undertakes either to confirm a generally ac 
cepted interpretation of Ricardo or to refute it. 

Whether the contents of the later volumes 
will lead to a general revaluation, upward or 
downward, of Ricardo’s work is something that 
only the publication of these later volumes 
will decide. But it is hardly likely that the later 
volumes will change our judgment of the quali 
ty of the work of the editors. Judging by the 


sample before us, it will continue to be as 


near perfection as anything human can be. 


ARTHUR W. MARGET 
Washington, D. C. 


Prices and Inflation during the American Revolu- 
tion: Pennsyloanta, 1770-17go. By ANNE 
BEZANSON, assisted by BLaNncH DALey, 
Marjorie C. DeNtson, and Miriam Hus 
sey. Philadelphia: University of Pennsy! 
vania 1951. Pp. xvit362. $6.75. 
lo their previous publications in the field 

of Pennsylvania price history Anne Bezanson 

and her associates have recently added Prices 
and Inflation during the American Revolution: 

Pennsylrania, 1770-1790. This is Volume 

XXXV of the “Research Studies” of the In- 

dustrial Research Department, Wharton 

School of Finance and Commerce, University 

of Pennsylvania. By providing data for the 

Revolutionary period, the book fills in the 

only serious gap in Pennsylvania price history 

for the whole period 1700-1861 and marks the 
successful completion of a task which Anne 

Bezanson set for herself over twenty years ago 

Though valuable price studies have been made 

of other American market areas for the years 

before the Civil War, none covers so long a 
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period and none, with the exceytion of the ex- 
cellent study by Thomas Senior Berry of the 
Cincinnati market, provides such a detailed 
and useful picture. 

No student of the American Revolutionary 
period has been able to ignore the extreme 
paper-money inflation which characterized it. 
Yet writers have had to tread carefully, for 
the ‘‘facts’”” have been elusive, fragmentary, 
and sometimes contradictory; and their in- 
terpretation has posed puzzling technical prob- 
lems with which few students have been pre- 
pared to deal. This book goes a long way 
toward remedying this situation by providing 
for the first time a detailed and highly com- 
petent study of prices for one state during the 
American Revolution. The data for this study 
were assembled only with the greatest diffi- 
culty, for newspaper prices current upon 
which most studies of early American prices 
are based were not available, and widely 
scattered manuscript sources were the only 
recourse. Thanks to the unusual number of 
records of Philadelphia merchants which have 
been preserved and to the persistence of the 
search among manuscript sources, a surprising- 
ly complete picture has been put together. 

The material presented in the book falls 
into two divisions. The first four and the two 
final chapters are devoted to the broad prob- 
lems-—the erection of general price indexes, 
the resolution of prices in Continental paper 
to specie equivalents, and the evidence of in- 
tlation and the community adjustments to it. 
These summary chapters provide essential 
reading for economists and American histo- 
rians. In this connection the student of the 
period will also wish to read Anne Bezanson’s 
excellent article in The Tasks of Economic 
History for 1948, entitled “Inflation and Con- 
trols, Pennsylvania, 1774-1779.”” The remain- 
der of the book under review, more than two- 
thirds, provides a detailed description of the 
price behavior of thirteen commodities and 
commodity groups. These chapters provide 
a mine of detailed information which should 
prove indispensable to specialists in price 
history, the history of particular commodities, 
and the development of commercial organiza- 
tion. 

Though attention is closely focused on 
Philadelphia, the authors take some cogni- 
zance of price movements in other areas. Thus 
a helpful comparison is made with contem- 
porary price trends in Holland as pictured in 
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the work of N. W. Posthumus. For information 
concerning prices of United States market 
areas outside of Pennsylvania, the authors 
have limited their attention almost exclusive- 
ly to the manuscript sources which they have 
examined in the course of their research. It is 
to be hoped that in some future publication 
they will—at least for the 1780's, for which such 
data are available—relate their findings not 
only to the results which have been published 
for other American markets but with their own 
previous study of Pennsylvania prices. 

This is primarily a sourcebook. The authors 
have chosen to quarry the ore rather than to 
assay it. Nevertheless, some interesting be- 
ginnings have been made in the direction of 
analysis and interpretation. But the primary 
aim, in the words of the authors, has been “to 
make generally available a continuous record 
of prices for a period hitherto neglected.” This 
task they have performed with distinction. 


GEORGE Rocers TAYLOR 
Amherst College 


Money, Trade, and Economic Growth: Essays in 
Honor of John Henry Williams. New York: 
Macmillan Co., 1951. Pp. xi+325. $5.00. 


Seventeen economists drawn from the large 
body of Professor Williams’ former students 
and professional associates have contributed to 
this symposium in his honor. There are six 
essays on international economic problems, 
four on domestic stability, and seven on mone- 
tary-central banking topics. As pointed out in 


the dedicatory note, the wide selection of topics, 


and the diversity of views exemplify Professor 
Williams’ own eclecticism in matters of theory 
and policy. Prepared as these papers were 
prior to the Korean outbreak, they provide a 
cross-section of economists’ thinking immedi- 
ately before the reappearance of the specter of 
war. Since three of the contributors are well- 
known European economists, the views are not 
confined to American opinion. 

It is manifestly impossible to consider each 
essay separately. The volume’s content may 
be conveyed to the prospective reader by 
means of a brief comment on each of the three 
groups of papers. 

Those on international trade and finance 
deal with the practical problems of restoring 
world trade in the aftermath of World War IL. 


Although matters of theoretical interest are not 
neglected, the essays give evidence that econo- 
mists are aware of and thoroughly familiar with 
institutional realities. The general tone is one 
of optimism that the obstacles are surmountable 
but only through means not contemplated at 
the outset of the period of reconstruction. 

The level of abstraction is higher in the 
second section, which strikes one as less unified 
than the others. Two of the papers deal with 
macroeconomic quantitative relationships on 
the basis of empirical data, and the other two 
with implementation of full-employment pro- 
grams. Together these papers serve to illustrate 
the broad front on which economists are attack- 
ing the problem of economic instability. 

The general content of the final section is 
epitomized in the title of one of the essays, 
“The Rediscovery of Money.” Although other 
matters, such as the Cassel gold price level 
theorem, are dealt with, interest-rate policy 
is the dominant theme. There are two papers 
by Professor Williams’ associates at the Federal 
Reserve Bank of New York which will be of 
particular interest to students of Federal Re- 
serve policy. D. H. Robertson's restatement of 
the issues of the interest rate controversy is the 
high point of the volume, in my opinion. 

Despite the breadth of topics, the book has 
been held to 325 pages. Consequently, econo- 
mists have an opportunity with a reasonable 
expenditure of effort to expose themselves to 
the stimulation of some of the best minds in 
the profession. They will find these papers not 
only of interest to themselves but in many cases 
suitable for assignment to students in second- 
tier courses. This collection of papers is a fitting 
tribute to a respected and influential figure. 


E. C. SIMMons 
Duke University 


Readings in Monetary Theory. Selected by 
Frreprich A. Lutz and Ltoyp W. 
as a committee of THE AMERICAN EcoNnom- 
1c AssociaTION. New York: Blakiston Co., 
1951. Pp. ix+514. $4.75. 

Professors Lutz and Mints have assembled 
in this fifth volume of the republished articles 
on economics a collection of studies that all 
economists will wish to have and to read again. 
In the collection there are such familiar land- 
marks of monetary theorizing as Pigou’s “The 
Value of Money” (1917), Cannan’s “The Appli- 
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cation of the Theoretical Apparatus of Supply 
and Demand to Units of Currency” (1921), 
Crick’s “The Genesis of Bank Deposits,” 
(1927), and Cassel’s “The Rate of Interest, 
the Bank Rate, and the Stabilization of Prices” 
(1928). There are such classics of the 1930’s as 
Hicks’s “‘A for Simplifying the 
Theory of Money” and Simons’ “Rules versus 
Authorities in Monetary Policy.”’ The collection 
is brought nearly up to date with, for example, 
Modigliani’s “Liquidity Preference and the 
Theory of Interest and Money” and Patinkin’'s 
“Price Flexibility and Full Employment.” 

rhis is a very useful volume of readings; but, 
even as the committee sees it, it may not be the 
optimal collection of articles in monetary the- 
Some of the very finest work is left out be- 
rs in other collections (so do, as 


Suggestion 


ory 
cause it appea 
a matter of fact, some of the included items) or 
hecause it is too long (but several of the very 
short in this volume are not valuable). 
Ihe result is that such names as Angell, Fell- 
ner, Fisher, Havek, Keynes, Lange, Lerner, 
Neisser, and Williams are missing from the 
collection’s list of authors. Robertson is in by 
the bare margin of his little piece, ‘A Note on 
Monetary Theory,” in which he took issue, one 
will remember, with some disrespectful com- 
Keynes in the Treatise concerning 
the equation. Another result is 
that no international monetary 
phenomena are included; nor are any on the role 
of money in inflation, on empirical developments 


items 


ments by 
Cambridge 
articles on 


in monetary analysis, or other key issues. 

The selection of articles has been fitted to, 

even dominated to some extent by, a 
part outline: Part I on integration of the 
theory of money and the theory of price; Part 
Il on the demand for money, the supply of 
money, and the value of money; Part HL on 
money, the rate of interest, and ‘employment; 
and Part INV 


perhay 
four 


on monetary policy. For my own 
taste, th not a neat scheme for classifving 
articles on money. This would seem more con- 
venient: Part I, supply of money and demand 
functions for money balances; Part IT, the inter 
action between various types of change in the 
demand for money and changes in demands for 
and supplies of and securities; 
Part II, techniques and objectives of changes 
I like this outline better, 
because it would not have the strange 
ne notes in the volume of readings of 
into different pigeonholes the Pigou, 
and Cassel articles of 1917-28 vintage. 


commodities 


in the money supply 
partly 
result 
putting 
Cannan, 
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It would also, I think, have led to a rather dif- 
ferent and stronger collection. 

The committee might have saved space, and 
important omissions, by reducing duplication. 
Either Crick’s article or Meade’s on “The 
Amount of Money and the Banking System” 
might have been passed over. Possibly only 
two instead of three articles on monetary poli- 
cy from the Chicago point of view might have 
sufficed. 

Harlan Smith, with the selection committee 
and Sylos Labini, prepared the classified bib- 
liography. It is a useful appendix to a useful 
volume. On the assumption that a reviewer 
has a certain obligation to be captious, I do 
wonder why comparable outlines were not 
adopted in the body of the volume and the 
bibliography. If there is ever a revised edition, 
Smith might check for omission of articles 
especially by Angell and Neisser. And the 
trouble Smith has had in avoiding excessive 
duplication of bibliographies in previous Asso- 
ciation volumes suggests that a patient slave 
be found to integrate sometime the reading 
lists of the entire series. In view, too, of the 
large number of foreign titles in this bibliogra- 
phy, it might have been well to preserve a few 
of the best of them in the text, in translation 
if need be. 

Monetary theory really has advanced in the 
time elapsing between Pigou’s essay of 1917 
on the value of money and Modigliani’s of 1944 
on the complex role that money plays in vary- 
ing circumstances in the determination of 
interest rates, price levels, output, and employ- 
ment. The former is a delightful and elegant 
exposition of the Cambridge equation. The 
latter, one will recall, is a very tight and power- 
ful formulation of the things that we have 
learned may happen in the interrelationship 
between monetary and real phenomena when 
money is not regarded simply as a veil. 


E. S. SHAW 
Stanford University 


The French Franc between the Wars. By MARTIN 
Wore. New York: Columbia University 
Press, 1951. Pp. 229. $3.25. 


A comprehensive survey of the French franc, 
over approximately two decades, is found in 
the study by Martin Wolfe. He gives a balanced 
story of financial events and relates them to the 
tumultuous political changes from 1914 to 1939. 
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The scope of the book and the elements 
which must be taken into account are reasons 
for both the strength and the weakness. It is 
not possible, in such a short work, to condense 
significantly the monetary phenomena. No one 
has yet given economic significance to the 
speculative and psychological manifestations 
as they have made one of the best currencies 
one of the most uncertain. As a result of pro- 
found social and political reorientation, the 
attitudes toward saving and income have been 
changed so that the currency is no longer a 
store of value or standard of measurement. 

The key to understanding is hard to find 
Living in France tends to give a sense of what 
has happened, but only a review of several 
decades could reveal the growing distortion of 
an increasingly dynamic situation met by 
relatively inflexible public measures. It is 
probable that the quotations in Wolfe’s book 
do not represent these pressures or the more 
sophisticated technical views held by practical 
men. It was not feasible to throw the rentiers 
overboard short of a real crisis (pp. 49-72); nor 
could the peasant hoarders be ignored. It is 
probably not a coincidence that the “monetary 
Savior” appeared in his special role only after 
the wide recognition of disaster. It is probably 
wrong to assume a lack of scientific under- 
standing as a cause. Moreover, France could 
not afford the luxury of deficit financing which 
has been possible for short times in countries 
capable of substantial expansion. 

In the course of the first serious decline, 
the middle class was undermined, the solid 
saving groups were weakened, and the mental 
adjustment to new demands and responsibility 
became more difficult. Wolfe’s book suggests 
these facts but does not come to grips with the 
consequences of the first decline, accentuated 
and made more pervasive by later troubles 
These problems of interpretation, which strain 
the limits of historical interpretation, are vital 
questions. A serious blow has been suffered, but 
the lessons from the French experience have 
not been learned. 

A serious analysis such as that presented 
here calls for more fundamental interpreta- 
tion. There are in this book hints of a false 
worship of the gold standard, naive policy, 
and abortive reforms. The author’s conclu- 
sions are tentative, but views on matters of 
this sort are more useful if carried to a further 
stage. The study would have done well to 
throw the monetary evidence against the back- 
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ground of several decades of conflict and of an 
aristocracy forced to yield to radicalism with 
little basis for national unity. If French patri 
otism, which has always been deep and strong, 
failed to extend to the poe ketbook, the develop 
ments in France have their origin in deep and 


persistent trends. More narrowly considered, 


granting the limitations of time and space, the 
study could have probed dee; ly into a short 
period of monetary experience and been added 


as a new segment to the same subject 

With respect to monetary principles, Wolf 
stresses the psychological theory. In so doing, 
he recognizes the widespread conclusions with 
regard to cause. Professor Allyn Young, in his 
lectures on monetary phenomena at Harvard, 
frequently stressed the importance of mass 
habits in the coherence of values. Those who 
have lived through inflation have felt the 
impact of these tides of opinion, National 
statistics, the purchasing-power 
parity analysis, play virtually no part in busi 
ness decisions. The availability of foreign ex 
change, however, and the prospective earn 
ings of industry and trade can with the proper 
psychological bac kground check the downward 
movement of the currency. Financial reserves 
melt like snow when there is the general fear 
of government bankruptcy, the use of the 
printing press, or unrestrained borrowing. The 
international price and trade relations of one 
country and 
months after the fact and must be considered 
to be useful intellectual tools rather than 
guides to business planning and finance 


basis for 
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ELeanor LANSING DULLES 


Washington, D.C. 


Ausgleichscesetze der amerikanischen Zahlungs 
bilans. By JUrGc Nrenans. Bern: A. Francke 
AG. Verlag, 1951. Pp. x +173. Swiss fr. 9.50 


This book is an attempt to present a theo 
retical and empirical-statistical analysis of the 
dollar shortage with special emphasis on the 
factors accountable for it which have their ori 
gin in the United States. The book is divided 
into three parts. The first is theoretical, the 
second statistical, and the third and shortest 
a set of proposals on economic policy. In the 
first part Niehans examines the applicability 
of traditional theories on the 
adjustment and comes to the conclusion—as 


mec hanism of 


|__| 
ij 
, 


164 


do many other Europeans—that the United 
States chronic export surplus cannot be elim- 
inated by relving on depreciation of foreign 
currencies or on voluntary capital exports by 
\merican investors. The dollar gap appears as 
a permanent feature of the international trade 
which could be made to disappear, as 
far as Europe is concerned, only by a faster rate 


picture, 


of technical progress in western Europe and the 
development of new commodities acceptable 


to American consumers 

The theoretical parts of the book offer little 
new, but the statistical part is rather original 
The main burden of Niehans’ argument of the 
persistence of the dollar gap rests on the perverse 
elasticity of demand for imports in the United 
States. But whereas most authors who have 
dealt with this problem have confined them- 
selves to measuring the elasticity of demand 
for imports in general, Niehans rejects this 
approach. His chief arguments against a 
“global” elasticity of demand for imports are 
(1) that the concept of elasticity of demand in 
a strict Marshallian sense is applicable only to 
a commodity and not to an aggregate or 
bundle of commodities; (2) that the lumping- 
together of commodities has the tendency of 
vielding a lower elasticity figure than justified; 
and (3) that the global elasticity figure makes 
no allowance for distinguishing between im- 
sorts with an elasticity of demand greater or 
smaller than unity 

rhe procedure used by Nichans, therefore, 
selecting eighteen commodities 
which together, in 1948, accounted for 45.8 per 
cent of all American imports and in estimating 
the short-run (less than one vear) and long-run 
(more than one year) elasticity of demand for 
each commodity (based on postwar prices and 
imports). He finds that, on the whole, short- 
run elasticities tend to be below unity, where 
as long-run elasticities are about evenly divided 
between and 


consists in 


“luxury”? consumption goods 


tropical foods, with elasticities less than one, 
ind industrial raw materials (wool, coy per, News- 
print, ete), with elasticities greater than one. 
It is clear that the two groups of commodities 
call for different price or depreciation poli 
cies if itis intended to close or narrow the dol 
lar gap 

\ number of objections of similar seri- 
ousness to those raised by Niehans against 
the a global figure of import 
elasticity could be leveled against his method: 
(1) Niehans uses less than half the American 
imports; even assuming that hisJestimates of 


usefulness of 
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the elasticities of demand for these commodi 
ties are accurate, it is impossible to deduce from 
this information the elasticities of demand for 
other imports; (2) tariff levels for different 
American commodities influence the elasticity 
of the relevant section of the demand curve, 
so that a decline in the tariff might have a dif- 
ferent effect on the quantity demanded of an 
imported commodity than a proportional de- 
preciation of the currency of the exporting 
country; and (3) the figures on the basis of 
which Niehans computed his elasticities do not 
appear to insure the accuracy of the elasticities 
found by him. 

Niehans’ policy recommendations therefore 
can be derived also from a general appraisal of 
the structure of United States imports. His 
analysis reveals, however, that a closing of the 
dollar gap is more usefully tackled by treating 
different commodity imports differently than 
by attacking the problem from the global 
viewpoint of general depreciation. He then ar- 
gues—in my opinion, correctly—that  uni- 
lateral downward adjustment of American tar- 
iffs is a more suitable policy measure than rela- 
tive appreciation of the dollar and that the 
major efforts in the long-run attempts to close 
the dollar gap should be directed to opening 
the American market to new commodities al- 
together or such commodities as in the past 
have been effectively excluded from competing 
in this country by virtually insuperable tariff 
barriers. 

Bert F. Hosewitz 
University of Chicago 


Cyclical Movements in the Balance of Payments. 
By Tse CuHanc. London and New 
York: Cambridge University Press, 1951. 
Pp. x+ 224. $3.75. 

Dr. Chang’s announced purpose is to “show 
the pattern of cyclical behavior [in the balance 
of payments] particular to each type of country; 
and to suggest in the light of the Keynesian 
theory of employment, a possible explanation 
for the general nature of the equilibrating proc- 
ess in the balance of payments” (p. ix). 
What he succeeds in doing is to verify that the 
relative amplitude of fluctuations in inter- 
national trade was greater than the relative 
amplitude of fluctuations in the level of real 
income (for most countries and for the world) 
during the period he studied (1924-38). 

Equilibrium in the balance of payments “‘is 
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reflected in an offsetting equality between the 
variation in the balance in income account and 
that of the net long-term capital movement 
The variations in both are normally influenced 
and determined by the world trade cycle” (p. 
7). The empirical sections of the volume in- 
dicate that « high correlation exists between 
exports and imports, on the one hand, and the 
appropriate income and relative prices, on the 
other, and also that the income elasticities of 
demand for exports and imports are higher 
than the price elasticities. The existence of 
serial correlation in all the data used means 
that these relations which are derived by 
means of logarithmic linear correlations are 
highly questionable. As the time series of 
long-term capital movements generally show 
an offsetting movement, the dynamic equilib- 
rium in the balance of payment is achieved by 
these capital movements canceling the trade 
balance. When these two items fail to offset 
each other completely, “the balance of pay- 
ments of a country is temporarily out of 
equilibrium [and] international short term 
capital movements and changes in international 
cash reserves [also exchange rates’] act as the 
balancing item in closing this gap; and when 
acting in this way their movements are pas- 
sive” (pp. 221-22). 

In the context of this study the Keynesian 
theory of employment seems to mean that the 
income elasticity of the active items (long- 
term capital movements and the trade balance) 
are high. The genesis of the world trade cycie 
is nowhere studied, and the process by which 
a change in world income determines the be 
havior of the constituent elements in the bal- 
ance of payments is nowhere clearly stated, 
let alone tested. As a result of the so-called 
“passive” nature of the movements in the 
monetary items in the balance of payments, 
it is possible for Dr. Chang to write a volume 
on the balance of payments in the 1920's and 
1930's and ignore the monetary and banking 
systems of the period. The picture of the bal- 
ance of payments in this volume is that, as a 
result of a rise in world real income, the in- 
dustrial nations will develop an export sur- 
plus and at the same time they export long- 
term capital; that the agricultural countries 
will develop an import surplus and simulta- 
neously import long-term capital. This relation 
between the balance-of-payment items and 
the level of income has meaning as a description 
of what occurred. However, as these items 
are not shown to be dependent upon the 


operations of any market mechanism, these 
statistically estimated relations are purely 
fortuitous 

A modern version of the adjustment process 
in the balance of payments cannot keep income 
effects and monetary effects in separate com 
partments and certainly cannot relegate mone 
tary effects to a passive role. The income effects 
are necessary if the model is to reflect the rapid 
adjustment in the balance of payments that 
takes place in the world. However, unless the 
marginal propensity to save is zero in the ex 
port-surplus country, the operations of the in 
come effect will leave the balance of payments 
in disequilibrium. The shift in international 
liquidity, which this implies, will either result 
in equilibrating monetary etlects or it will re 
sult in a breakdown of trading relations. In 
the period under study by Dr. Chang such a 
breakdown of trading relations occurred. 

Long-term capital movements are shifts of 
disposable income among countries. Such a 
shift of disposable income will increase the ex 
penditures of the borrower. A meaningful 
analysis of the role of long-term capital move 
ments in the balance of payments would test 
the hypothesis that long-term capital move 
ments induce an offsetting movement in the 
trade item. 

Hyman P. Minsky 

Brown University 


Psychological Analysis of Economic Behavior. 
By GeorGe Katona. New York: McGraw- 
Hill Book Co., 1951. Pp. vii+347. $5.00. 


This book represents a solid, sober, down- 
to-earth attempt to apply field theory and 
Gestalt psychology to economic problems. Con- 
sumer plans and motives, attitudes toward in- 
come, assets and expenditures, spending and 
saving, business motivation, output, price, and 
investment decisions, behavior during economic 
fluctuations—all are examined from the psycho- 
logical viewpoint. The surveys of consumer 
finances, carried out by the Survey Research 
Center of the University of Michigan for the 
board of governors of the Federal Reserve Sys- 
tem and the Survey of Liquid Asset Holdings, 
both directed by the author, are used exten- 
sively. 

Dr. Katona characterizes the traditional 
approach to psychological questions in econom- 
ics as “economics with mechanistic psychol- 
ogy” (p. 7). He suggests, to replace it, “‘psycho- 


at 
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economics” (p. 41), an empirical 


science, based on observation. He is concerned 
with “how and why a person does what he 
and with the forces that bring about 


and explain economic behaviour” (p. 16). “Be- 


cause human beings have the power in deter 
mining what happens in our economy, the so- 
called self-regulatory market economy cannot 
constitute the starting point of our analysis” 
17). He is more interested in the psycho 
logical background of administered prices and 
monopolistic According to the 
it, he proposes to examine economic 

‘the relation to the perception of 
the perception of 

nthe environment” (p. 30) 

From the wealth of conclusions important 
a few can be mentioned 


competition, 
held conce; 
behavior in 


nvironment and or 


sts only 

author questions the importance 

ittributed in economics to the law of 

ers. Individual cancel 

mly random factors prevail... . But 

if the same factors influence very many people 
me time in the same direction the 

idd up instead of canceling out” 
umers’ behavior is often group- 
will 


differences 


determined, and similar considerations 
the expectations of many business- 
men (pp. §5 and This justifies the con- 
sideration of psychological factors in economics. 

[he assumption of conscious, maximizing 


of businessmen and consumers is not 


influence 


h 
borne out by psychological observation. Habit 
ual patterns determine behavior most of the 
time. Genuine, conscious decision-making is 
the exception (p. 67). Economic decisions are 
erely a function of such “objective” fac 
but “intervening 
is motives, frames of reference, attitudes, 


lead often to a reorganization 
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tors meome variables’ 
suc! 
and expectation 
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In re to motivation, the 
not consider “profit maximization” 
Profits are 
net objectively given data but depend on sub 


business 
author clo« 
useful o; 


as a erational concept 


jective considerations, frames of reference, 


tations (p. 195). Businessmen are 

motivated bv the profit motive, 

iximization formula of traditional 

have to be repl iced by the concept 

of “satistactory profits” dependent on psycho- 
logical attitudes 201) 


To point out that the author deliberately 


excludes irrational behavior and unconscious 
forces from his discussion does not necessarily 
imply criticism. Intentionally, unconscious 
conflicts, defense mechanisms, and basic per- 
sonality traits are not used in this study of 
economic psychology (p. 58). This is a legiti- 
mate limitation of content matter. However, 
I cannot agree with the statement that psycho- 
analytic concepts may be important only for 
the understanding of intercultural and individ- 
ual differences and not for regular economic 
behavior in the present American economy 
(p. 59). If the unconscious factors of the super- 
ego and the basic personality structure are 
operative at all, they will leave their indelible 
imprint upon regular as well as exceptional 
economic behavior. Dr. Katona’s psychological 
study will have to be supplemented from the 
point of view of personality psychology, psycho- 
dynamics, and depth psychology. 

Otherwise, however, this book ought to have 
a decisive influence on economic theory, re- 
search, and teaching. It provides the systematic 
framework for a growing trend toward the con- 
sideration of subjective, psychological elements 
in the theory of consumers’ behavior and of the 
firm. One may express the hope that it will be- 
come the focal point of a new discipline of 


psychological economics. 


WALTER A. WEISSKOPF 


Roosevelt College 


Gandhian Economic Thought. By J. C. Kuma- 
RAPPA. Bombay: Vora & Co., 1951. Pp. 72. 
Rs. 14. 


We must of necessity assume that the au- 
thor has presented Gandhi’s economic ideas 
accurately and adequately. He begins with 
the warning: “‘There is no such thing as the 
principles of Economics of Gandiji. With 
Gandiji economics is a part of a way of life.” 
With this warning in mind, the reader need not 
expect much from this book. 

“Only two principles govern all Gandiji’s 
economic, social, political and all other consider- 
ations, viz. Truth and non-violence.” If this 
means a state of society in which there is 
neither fraud nor violence, it could be the 
capitalistic system. But he is against it. Under 
the system where violence and fraud are not 
tolerated, men must work together, if at all, 
on the basis of voluntary agreement or con- 
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tract. That is all that any advocate of capitalism 
need ask for. 

Gandhi named five types of economy: the 
parasitic, the predatory, the enterprising, the 
gregarious, and the service. There is not much 
to be said for or against this classification until 
Gandhi begins to cite examples. India’s sub- 
jection to Great Britain he calls a case of para- 
sitic economy. He fails to mention that through 
irrigation and other engineering projects the 
productivity of India more than doubled under 
British rule or that it was no fault of Britain 
that the population of India doubled at the 
same time, leaving the lower economic classes 
about where they were before. 

Financial penetration of other countries by 
America he cites as an example of predatory 
economy. This is based on the perverted idea 
that capital is an instrument of predation rather 
than of production. He seems unaware of the 
fact that industrial workers migrate from 
countries where capital is scarce to countries 
where it is abundant as regularly as agricultural 
workers move from countries where good land 
is scarce to countries where it is relatively 
abundant. 

The agricultural economy of India he re- 
gards as an example of enterprising economy. 
Both Soviet Russia and Nazi Germany are 
examples of gregarious economy, under the 
Gandhian system. Gregariousness does not 
seem the right name for a system under which 
people are held together by fear of liquidation 
by ruthless dictators, where universal satis- 
faction is achieved by killing everybody who 
is dissatisfied. 

No instance of the service economy, which 
Gandhi called “‘the Mother economy,”’ is men- 
tioned, but that was the one toward which 
he was working. 

Certain social insects are examples of the 
“mother economy,”’ But while there is an in- 
tense loyalty of social insects toward the 
swarm, hive, or colony, it is a narrow loyalty. 
It is accompanied by an intense hostility 
toward members of other swarms, hives, or 
colonies. Nothing could be more predatory 
than the robbing of a weak hive of bees by a 
strong one. 

Gandhi makes much of the difference be- 
tween “current economy” and “reservoir 
economy.” The one relies on the use of such 
natural resources as are current or self-re- 
newing; the other, on such as are “reservoir,” 
or exhaustible. The one leads to nonviolence; 
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the other, to violence. It would seem, however, 
that one is just as likely as the other to lead to 
conflict. The water in the Colorado River is 
current rather than reservoir; but, since there is 
not enough to satisfy all, there is a conflict 
among use. Moreover, 
conflict of interest does not necessarily lead to 
violence. 

Gandhi's well-known preference for produc 
tion by hand rather than by machinery is i! 
lustrated by the example of the paper industry. 
When paper is manufactured by hand, it uses 
old, worn-out bamboo baskets and jute bags 
which would When 
made by machinery from wood pulp, it destroys 
forests. Hand production is undoubtedly a 
good way to save old baskets and bags, but 
it looks like a good way to waste human labor 

However, so long as the minds of the people 
of India are poisoned by false notions about 
capital, it is unlikely that they will 
realize the possibilities of increasing the pro 
ductivity of labor through machinery. It will 
then continue to be necessary to find wavs of 
wasting labor by inventing inefficient ways of 
employing it. 

It appears that the one contribution of 
Gandhi to economic science is his demonstra 
tion of how little is absolutely necessary for the 
support of human life. He has shown that most 
of the things we call necessities are really 
luxuries or decencies. 
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Santa Monica, California 


ella storia del pensiero economico. 
BeERTOLINO. Florence: La 
1,600. 


Esplorazion: 
By ALBERTO 
Nuova Italia, 1950. Pp. xi¢+417. L 


This is a collection of eleven essays, about 
half of which were written around 1930, and 
the other half since the end of World War II. 
Together these essays cover the most significant 
periods in the history of economic thought 
With the exception of the first chapter, which 
deals with several writers on economic 
in the Greek and Roman world, Professor Berto- 
lino has treated the main periods of economic 
thought by selecting one writer in each and 
discussing his work in the light of the chief 
economic problems of his time. But instead of 
selecting writers whose works constitute ac- 
knowledged contributions to economic thought, 
he has selected men whose chief fame was 
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achieved in literature or philosophy and whose 
opinions on problems have either 
been entirely neglected or treated only slightly 
by historians of doctrine. Thus he 
chooses the poct John Gower as a representa- 
tive of medieval English economics, Francis 
Bacon English mercan 
tilism, and Francois de Fénelon as representa- 
tive of physiocracy. Only the last three chapters 
on recent developments in economic theory, 
Keynesian 
Lord Beveridge are 


whose reputation has been earned in 


economic 


economic 


as representative of 


economics, and the opinions of 
concerned with the works 
of men 
economies proper. These last chapters are the 
shortest and most “journalistic” of the book 
Nothing in them can be regarded —and proba- 
was intended by the author—as an 
contribution to economic thought. 
\ltogether different are the chapters dealing 
economic thought, 
notably Bacon, Fénelon, 
Filangieri, and an anonymous work published 
in Siena in 1777-78 by an author apparently 
influenced by the physivcratic doctrine. In 
each of these chapters Bertolino has laboriously 
collected and succinctly presented the economic 
views of the writer to whom each chapter is 
devoted and has related them to the problems 
most widely discussed in the period in which 
each of them wrote. He has also treated the 
influence which the ideas expressed by each 
exercised on later economic thought. Although 
ve are presented with a painstaking compila 
views of several men whom 
economists have, by and large, neglected in 
the past, it ts questionable whether this book 


blv this 
original 
periods of 


with earhier 


those on (rower, 


tion of economic 


fills a real gap. For none of the noneconomists 
whom Bertolino has discussed have had any 
thing original or significant to say on economic 
matters. Hence the unearthing of their opinions 
vields nothing else but a statement of opinions 
held their lifetime. It is 
granted that some of them, notably Bacon and 
Fénelong have stated these commonplaces in a 
rather original form and in subtle language; 
but, since economic problems are touched upon 
by these men only incidentally, their statements 
are unprecise and indirect rather than 

to the point. Thus a good deal of 
philosophical and political matter 
must be adduced to give greater strength to 
the economic doctrines expostulated. What 
the book loses in depth and directness it gains 
in breadth. [t is a somewhat novel approach to 
the tield of history of economic thought, which 
is not without its attractions, but with a rela- 
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gener il 
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tively meager yield of strictly economic ob- 
servations. In this sense the volume has a 
merited but strictly limited value. 


Bert F. Hoserrz 


University of Chicago 


The Role of Measurement in Economics. By 
RIcHARD STONE. (University of Cambridge, 
Department of Applied Economics, Mono. 
3.) Cambridge: Cambridge University Press, 
1951. Pp. viiit85. $2.50. 


This slender volume—an expanded version 
of the four Newmarch Lectures delivered by 
the director of the Department of Applied 
Economics in Cambridge at the London School 
is packed to the brim. As the 
main illustrations of the problem of measure- 
ment in economics, the author chose two sub- 
jects of his particular interest. One—the second 
half of the monograph—is divided between a 
detailed, albeit compressed discussion, of social 
accounting and an equally thorough presenta- 
tion of Stone’s work on statistical derivation 
of market demand curves. The well-known 
White Paper on the National Income and Ex- 
penditure of the United Kingdom 1046 to 1948 
supplies the material background for the dis- 
cussion of the first of these two subjects; the 
other is centered around two large sets of 
“constant elasticity’? demand functions com- 
puted by the author on the basis of English 
and American time series, respectively. The 
English figures represent a summary of previ- 
ously published findings, while the American, 
apparently only recently completed, are being 
published for the first time. Based on a sys- 
tematic and elaborate analysis of annual 1920- 
41 price and quantity data, the United States 
demand elasticities are summarized in a large 
fold-in table covering 33 different commodities 
and commodity groups in 144 separate compu- 
tations. 

Two other examples of the use of quanti- 
tative analysis in economics are imbedded in 
the extended general discussion of the “Four 
Aspects of the Problem of Measurement,” 
which makes up the first haif of the book. One 
is a concise symbolic treatment of the pure 
theory of consumer’s choice; the other is a 
mathematical formulation and numerical il- 
lustration of a simple Keynesian-type dynamic 
model based on a second-order difference equa- 
tion with constant coefficients. 
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The absence of any immediate material 
connection between these four examples of 
measurement, as used in economics, is not 
accidental. It truly reflects the somewhat dis- 
jointed or, should one say, spotty character 
of contemporary econometrics. The extended 
methodological discussion which constitutes 
the principal theme of the whole first part of 
the book and an ever recurrent secondary 
motif of its second half are obviously intended 
to bring out the latent unity underlying the 
apparent disorder. 

Methodology is a peculiar type of inquirs 
While preoccupation with theory has been 
rightly compared with construction of er:pts 
conceptual boxes, the results of a general 
methodological discussion can be likened t 
a well-arranged and effectively lighted w.ndow 
display. Some of the glittering pachages « 
tain actual merchandise, others show onl: 
samples of products not yet availabic for 
immediate delivery, while the remaining ex!:i) 
its if reached by hand would reveal the un- 
expected lightness of hollow objects or the inert 
weight of wooden dummies. But, whatever the 
reason, methodology does occupy a prominent 
place in modern econometric literature, and 
Stone is entirely right in devoting to that sub- 
ject a correspondingly large part of his well- 
balanced survey. 

He distinguishes four classes of questions 
which have to be answered “in attempting to 
obtain and apply economic knowledge”’: 

The first class comprises questions of fact, and 
includes empirical constructs such as the income of 
an individual or a nation and the level of retail 
prices. The second comprises questions of the truth 
or falsity of an hypothesis or theory such as whether 
or not the relationship of preference is transitive 
or whether or not the Keynesian theory is able to 
account for certain observed events. The third com- 
prises questions of the estimation of parameters. 
This will in many cases mean the estimation of the 
extent to which a change in one variable affects 
another, for example the extent to which a change 
in the price of beer will, other things being equal, 
affect consumption. The final class comprises ques- 
tions of prediction. These may be of a conditional 
nature, such as the question: What will be the level 
of the national income next year given the level next 
year of asset formation and government expendi- 
ture? or unconditional, such as the question: What 
will be the price of bricks in five years’ time? 


The study of the specific examples of quanti- 
tative analysis so masterly presented by Stone 
himself is bound to raise justifiable doubt in 
the operational separability of the four meth- 
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odological issues listed in the introductory 
remarks quoted above. 

Can the empirical testing of a theoretical 
hypothesis really be separated from the estima 
tion of relevant parameters? Can the question 
of prediction be considered apart from these 
other’ two? Should not the “empirical con 
structs” underlying the modern National In- 
come Statistics be judged in the light of an 
explicitly formulated theoretical hypothesis 
describing the operations of a national econ 
omy? These are some of the thoughts with 
which one turns to the second reading of the 


Little volume 


WassILy LEONTIEF 


Harvard Universi 


By Jan TINBERGEN. New York, 
Philadelchia, and Toronto: Blakiston Co., 
Po». 258. $4.50. 


Econometri 


195! 

Protessor Tinbergen, whose many contribu 
tions to the theory and practice of econometric 
analysis are well known, has prepared the 
present work as an introductory textbook in 
the field. In a commendable effort not to 
frighten the prospective student by requiring 
an excessive knowledge of mathematics and 
statistics, the author has, I feel, erred on the 
other side. The student will acquire a very 
limited acquaintance with the subject and no 
real mastery over any of its techniques. 

The coverage of the field is reasonably com 
plete, though the theory underlying the forma 
tion of index numbers and national income 
calculations is completely omitted. After an 
introductory section on the relations among 
statistics, economics, and econometrics, the 
author discusses the basic outlines of the 
econometric method: first, the formulation of 
a model in mathematical terms and, second, 
the statistical fitting of the model to data. Un 
der the first heading there is considerable dis 
cussion of what might be termed the “practical 
art of model-building’”’—what types of variables 
go into the various types of equations, the 
choice of functional forms, the role of time, 
and the formulation of complete systems, to 
gether with some remarks on the possible 
movements of dynamic models. Only elemen 
tary algebra is used in the presentation, and 
none of the problems is treated in more than a 
cursory fashion. The emphasis is placed on the 
formulation of relations on the basis of economic 
theory, but the opportunity is missed of justify- 
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this procedure on the basis of Ragnar 
Frisch's concept of that is, in 
variance of each relation under changes in the 
Under the heading of statistical analvy- 
there 


“autonomy,” 


others 
are brief discussions of the analysis 
of time series into components (trend, cyclical, 
|, and random), simple and multiple 
on analysis, and simultaneous-equations 


weasor 
regres 
technique 
the estimation of 

Phe middle 


a survey of the 


s; however, no formulas are given for 
the regression parameters. 
section of the book is devoted 
results of many specific 
It is undoubtedly 
of considerable pedagogic value to show the 
student how the methods are applied in prac- 
tice. But there is a strong tendency for the 
presentation to become a simple listing of re- 
with little analysis of the methods em- 
ployed. A detailed discussion of the methods 
used in a few chosen studies would probably 
have been far more valuable and stimulating 
The last part of the text proper deals with 
the use of an econometrically fitted model as an 
instrument of policy, specifically in regard to 
policies to improve the balance of trade and 
employment in the Netherlands at the present 
time. This section is on a much higher level of 
intellectual content than the earlier 
though still elementary in mathematical tools. 
It is shown clearly how the fitted relations can 
be useful in assessing the implications of al- 
tax, wage, price, and expenditure 


onometnc investigations 


ones, 


ternative 
police ies 

Three of Tinbergen’s papers are reprinted 
Ihe first deals with the use of 
economics and represents 
an expansion of the earlier discussion of statisti 
cal fitting in the text. Attention is concentrated 
on logical foundations rather than techniques. 
While little exception can be taken to any of 
the statements made, the full significance of the 
special problems of empirical economics as 
expounded, say, by Professor Haavelmo is 
The remaining appendixes 
are concerned with statistical evidence on the 
acceleration principle and long-term foreign 
trade elasticities. Both provide interesting ex- 
amples for the student 

The present text will undoubtedly be useful 
supplementary reading for the beginning stu- 
dent. But he will probably get a better idea of 
the underlying spirit of econometrics by reading 
linbergen’s League of Nations study on the 
business evele, supplemented perhaps by Dr. 
Klein's recent monograph and some of the ex- 


as appendixes 
correlation analysis in 


hardly presented 


pository papers of Haavelmo, Professor Koop- 
mans, Professor Marschak, or Mr. Cooper. 


KENNETH J. ARROW 


RAND Corporation 


Social Choice and Individual Values. By KEN- 
NETH J. Arrow. (“Cowles Commission 
Monograph,” No 12.) New York: John 


Wiley & Sons, 1951. Pp. xi+o9. $2.50. 


This book constitutes.a carefully worked 
out consideration of the feasibility of construct- 
ing an acceptable social welfare function. Its 
appearance will reinforce the stimulus that has 
been given to welfare economics during recent 
years by such books as Little’s Critique of Wel- 
fare Economics, Reder’s Studies in the Theory 
of Welfare Economics, Myint’s Theories of Wel- 


fare Economics, Samuelson’s Foundations of 


Economic Analysis, Lerner’s Economics of Con- 
trol, and numerous articles in the technical 
journals. 

“Nonmathematical” economists may be 
prepared to welcome a Cowles Commission 
monograph that does not use geometry, trigo- 
nometry, calculus, difference equations, or 
determinants. But anyone who expects an hour 
or two of easy reading is doomed to disappoint- 
ment. Like most of Von Neumann and Morgen- 
stern’s Theory of Games and Economic Behavior 
this book employs a particular form of symbolic 
logic, and the level of concentration required is 
about the same in both cases. 

Arrow sets up in rigorous form five condi- 
tions that an adequate social welfare function 
should fulfil. They may be stated informally 
as follows: (1) for some sufficiently wide range 
of sets of individual orderings of alternative 
social states, the social welfare function should 
give rise to a true social ordering of alternative 
social states; (2) the social ordering responds 
positively to alterations in individual values, 
or at least not negatively; (3) irrelevant alterna- 
tives (i.e., those not concerned in the compari- 
son under consideration) should not influence 
the choice among relevant alternatives; (4) 
there should be citizens’ sovereignty in the 
sense that no decision shall be imposed by cus- 
tom, thus preventing the free choice by the in- 
dividual; and (5) there should not be dictator- 
ship, that is, social choice conforming only to 
the will of one man. Arrow also suggests an 
interesting distinction between individual tastes 
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and individual talues. Individual tastes are 
concerned with the goods and services enjoyed 
directly by the individual and available to him 
in the market. Individual values are concerned 
with general standards of equity about which 
he may voice an opinion in the political arena 
but which is not jirectly open to him for de- 
cision through the market mechanism. 

Arrow finds it impossible to construct a 
social welfare function that satisfies all five 
conditions unless some highly restrictive, 
special assumptions are made. He finds that 
the Bergson welfare function and the Hicks- 
Kaldor compensation principle contradict one 
or more of these conditions. In the special case 
where there is “single-peakedness’’—that is, 
all individual orderings of preferences are simi- 
lar—all five conditions can be satisfied. How- 
ever, if there is not unanimity or at least a gen- 
eral consensus as to desirable policy, it is im- 
possible to have social choice that conforms to 
the five conditions. Another complication he 
points to is that the decision process itself may 
be a value. This leads to the possibility that, 
even if the democratic decision-making pro- 
cedure does not give the same material goods 
and services as other systems, it may neverthe- 
less be desirable because the process has a value 
to the individual in and of itself. The limiting 
case may be considered that of “give me liberty 
or give me death.” 

This is a challenging and disturbing book 
that demands the attention of everyone con- 
cerned with economic policy. Do we have a 
sufficient consensus to determine specific lines 
of policy? Or do our policy-makers fall into 
the error of imputing social preferences that do 
not actually exist? It would be well for all 
economists to follow Arrow and pause to reflect 
on the problems involved in jumping from in- 
dividual tastes and values to the question of 
social choice. 

M. SOMERS 


University of Buffalo 


Studies in Income and Wealth, Vol. XIII. By 
the CONFERENCE ON INCOME AND WEALTH. 
New York: National Bureau of Economic 
Research, 1951. Pp. xiv+587. $6.00. 
Economists will undoubtedly welcome the 

appearance of the thirteenth volume of Studies 

in Income and Wealth, which comprises ten 

carefully prepared papers presented at the 1949 
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meeting of the Conference on Research in In- 
come and Wealth, even though it may be sur- 
mised that academic economists in general 
have limited enthusiasm for participating in 
research programs of this sort. Only the first 
three of the papers were prepared by university- 
affiliated economists. Progress in this area is 
measured in inches rather than miles, and those 
looking for magnificent generalizations as well 
as those accustomed to thinking in terms of 
broad sweeps of historical perspective will be 
uncomfortable here. 

The authors of these papers do not attempt 
to defend a thesis or to validate a hypothesis. 
Their primary purpose is not even to determine 
what the facts are. This is a study of the size 
distribution of income, and the volume begins 
with the observation that “one sentence sum- 
marizes aptly and completely present knowl- 
edge about size distribution of income: we know 
little more than that the data are deficient in 
both quantity and quality, that income is very 
unequally distributed, and that a high standard 
of living cannot be attained on the average 
income. This much we knew 30 and more years 
ago” (pp. 3-4). These papers, in effect, com- 
prise a progress report. They are replete with 
references to “problems” which confront the re- 
searcher because of the inadequacy of the data 
and even of precise basic concepts. The reader 
who expects to find here a composite of the es- 
sential statistical information neatly arranged 
and thoroughly digested with the pertinent 
implications carefully delineated will be dis 
appointed. 

In the paper which will probably be of 
greatest interest to most academic economists 
Dorothy Brady discusses the status of research 
in the field of size distribution of income. In 
Part II, George Katona and Janet A. Fisher 
study changes in the incomes of identical con- 
sumer units during the period since World War 
II. Margaret G. Reid, in Part IL], considers the 
problem of the distribution of nonmoney in 
come. In Part LV, Joseph A. Pechman compares 
the distribution of income before and after 
federal income taxes in 1941 and 1949. Size 
distribution of farm operators’ income in 1946 
is the subject of Part V, prepared by Nathan 
M. Kofisky and Jeanne E. Lear. Part VI, by 
Selma F. Goldsmith, is an appraisal of basic 
data available for constructing income-size 
distributions. Income-tax and survey data were 


used to prepare an income-size distribution for 
1944, reported by Maurice Liebenberg and 
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Hyman Kaitz in Part VII. Parts VI and VII 
will probably be the most interesting sections 
of the study to statisticians and those engaged 
in held surveys in this area. Benjamin J. Mandel 
attempts a co-ordination of old age and sur- 
vivors’ insurance wage data with those from 
other sources in Part VIII, and Robert Wassom, 
Abner Hurwitz, and Irving Schweiger present 
an appraisal of field surveys of consumer income 
in Part IX. Part X concludes the volume with 
a short paper on estimating the number of 
earners for income-size distribution analysis 
by Emmett H. Welch. 

One who has not engaged actively in re- 
search on size distribution of income is almost 
certain to be struck by the lack of clear-cut 
concepts in this area of economic analysis. 
Dorothy Brady points out that ‘every measure 
of inequality obviously has some definition of 
equality as its base’’ (p. 9). But what would 
constitute a perfectly equal income distribu- 
tion? An equal income for each individual in 
the economy? Would a family of six have 
double the income of a family of three? Or, if 
each family is to have the same income, what 
comprises a family? 

Let us consider a marriage on October 1 between 

a self-supporting woman and a man who was a 
member of a 3-person economic family before mar- 
riage. Assume that the wife, husband, and the head 
of the 3-person family each earns $4000 a year. The 
BLS reconstructed-family technique will yield 2 
income-receiving units: 1 at $7000 (total income of 
the head and 75 percent of the husband’s income) 
and 1 at $5000 (total income of the wife and 25 per- 
cent of the husband’s income). The fractional unit 
technique will yield 75 percent of a unit at $4000 
(75 percent of a unit at the annual income of the 
wife) and 1 at $8000 (75 percent of a unit at the 
annual income of the head and husband, and 25 
percent of a unit at the annual income of the husband 
and wife) [p. 514] 
Other techniques might give still different re- 
sults. And does not the Lorenz-curve concept 
of perfect inequality (i.e., one recipient getting 
all the income) actually approach perfect equal- 
ity of income? 

In commenting on the first paper, in which 
it was pointed out that “a definition of income 
that offers a basis for comparing farm and non- 
farm populations has yet to be formulated,” 
Milton Friedman observes that “if we cannot 
thereby determine which group is better off, 
why measure the income of farmers and non- 
farmers and seek to render the measures com- 
parable? I would argue that the purpose is 
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really to construct and test hypotheses about 
the forces that move men so that we can use 
these hypotheses to make predictions when the 
manifestations are less obvious”’ (p. 58). Those 
who undertake extensive research in the size 
distribution of income will do well to bear in 
mind that it is no doubt possible to misuse our 
limited resources in attempting to measure the 
immeasurable and to determine statistically 
what can more readily be derived in some other 
fashion. A knowledge of the binomial expansion 
theorem should have been sufficient to antic- 
ipate Mendel’s law of segregation. 


CLARK LEE ALLEN 


Florida State University 


Income and Wealth: Series I. Edited by Erik 
LUNDBERG. Papers by RICHARD STONE, 
GERHARD CoLM, JAN Marczewskl, E. F. 
Jackson, G. Stuvet, Kuznets, J. 
B. D. Derksen, and W. B. REeppaway. 
Cambridge: Bowes & Bowes Publishers. 
1951. Pp. xv+297. 30s. 

This book consists of eight essays read at 
the first meeting, at Cambridge in 1949, of the 
newly formed International Association for Re- 
search in Income and Wealth. Four of the pa- 
pers discuss the social accounts, and the use 
and influence of social accounting, in the 
United States, France, the United Kingdom, 
and the Netherlands, respectively. The three 
papers by Messrs. Kuznets, Derksen, and Red- 
daway are of most theoretical interest. Pro- 
fessor Kuznets elaborates his theme that the 
“net product” of an economy can be defined 
only in terms of the welfare contribution made. 
In particular, intermediate government prod- 
ucts must be excluded. He does not mention 
that the resultant, alarmingly complicated, 
formula (p. 243) reduces to the sum of private 
consumption and net investment, at market 
prices, plus free final government services at 
cost. In this form its rationale is clearly vis- 
ible. A government service is “free’’ and “‘final”’ 
if (a2) no more than a token payment is re- 
ceived, (6) the service is available only on the 
overt initiative of the consumer, and (c) an 
analogue exists on the private markets. 

I cannot agree that the result would be sat- 
isfactory. On this formula, for instance, the 
decision to charge for spectacles, etc., would 
have reduced the United Kingdom’s “net 
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product” by some £400,000, a result dearer, 
perhaps, to the heart of Mr. Bevan than to that 
of an economic purist. This results from enter- 
ing the service at cost when nothing is paid 
and entering it at market price when it is 
merely heavily subsidized. Should not a “‘wel- 
fare’’ indicator be related to utility theory? 
This can be done only if a market price is im- 
puted; and if a service is free, and in free sup- 
ply, the imputed price is zero. In any case, as 
search for the net product is surely rather 
hopeless (especially when the problem of dis- 
tribution is remembered). Why perform addi- 
tions which conceal rather than reveal? 

While agreeing with Kuznets that heteroge- 
neous products can be usefully compared only 
in respect of their contributions to some end, 
nevertheless the factor-cost approach can be 
justified by appeal to production potential. 
Granted this, the. gap between Kuznets’ con- 
ception and that of Reddaway, in his excellent 
paper, can be closed. The latter abjures the 
welfare approach, claiming that he aims to 
measure changes in the flow of goods and serv- 
ices—to measure, in other words, the im- 
measurable. In fact, as is shown by Reddaway’s 
revealing discussion of the solution of particu- 


lar difficulties met with in compiling a general 
“production” index, what, if anything, is being 


measured is production potential. Derksen 
discusses the “valuation of the national in- 
come”’ but does not give any solution to the 
conceptual difficulties raised. Professor Lund- 
berg, in his Introduction, remarks on the great 
differences of the approach to fundamental 
problems which these papers reveal. It seems 
that the difiiculties might be resolved, or at 
least clarified, if more attention were paid to 
the conclusions of pure theory in this field. 

There remains Stone’s essay on formal ac- 
counting principles with an application to the 
British economy. Written with impeccable 
positivistic logic, it defies and almost escapes 
comment. For the most part conceptual diffi- 
culties are side-stepped, although at one point 
it is remarked that “from the social point of 
view the product will be underestimated by 
the value of the policemen’s services [provided 
free to business by government].”’ An insertion 
of “the cost of’ before “this product’’ would 
further the possible reconciliation sketched 
above. 

As a whole, the book is not very satisfactory. 
The topics and the quality and interest of the 
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essays are too diverse; and no index is provided 
for those who would not want to read it all. 


I. M. D. Lrrrie 
Trinity College 
Oxford 


Narrenspiegel der Statistik. By Ernst WAGE- 
MANN. Bern: A. Francke AG Verlag, 1950. 
Pp. 253. Swiss Fr. 12.50. 


This is a very valuable contribution to 
modern statistics. As the title indicates, it 
holds up a mirror to the statistician, who will 
find his work reflected in the mirror’s different 
facets. As Wagemann went about developing 
a system of typical pitfalls of statistics, he recog- 
nized that his investigation had led him far be- 
yond his original goal and that he had found 
important elements of a logic of statistical 
science. Whereas many textbooks discuss 
special problems and limitations of various 
statistical methods, Wagemann’s book contains 
a general review of the methods applied in three 
strata of statistical research: in the theory of 
statistical numbers (compared to mathematical 
numbers), in the theory of connecting statistical 
numbers, and in the methods of statistical 
estimates. The reader, though, should be 
aware of the fact that Wagemann’s book is not 
a textbook. It does not teach how to calculate 
standard deviation or index numbers, although 
it touches on certain special problems in each 
of these fields. Wagemann, who is himself a 
most experienced practical statistician, speaks 
to his fellow-statisticians much as an expe- 
rienced medical practitioner speaks to other 
doctors to warn them against fallacies in the 
diagnosis of certain symptoms and against 
erroneous conclusions from their observations. 

Wagemann conceives of the “statistical 
mass” as the quantitative expression of an 
empirical concept and describes the danger of 
widening or narrowing the “statistical mass” 
while carrying on a special investigation. Any 
change in the statistical mass which the statis- 
tician does not fully describe or of which he may 
not be fully aware may lead to distorted results. 
Other sections of the first part of Wagemann’s 
book deal with the misuse of averages, wrong 
sampling methods, etc. 

The second part contains an analysis of the 
problems of statistical comparisons. Having 
defined the statistical mass as the counterpart 
of the logical concept, Wagemann visualizes 
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the connection of statistical masses (as carried 
out in correlation, time-series analysis, calcula- 
tion of index numbers, etc.) as the counterpart 
of the logical proposition. A large part of his 
discussion of correlation resembles 
discussions found in good American textbooks; 
Wagemann’s presentation, though, adds some- 
thing new to these discussions by developing 
a comprehensive table of typical errors, pre- 
senting good examples for each type of error, 
and inventing witty names for the most common 
types of fallacies 

In Wagemann’s the statistical 
estimate corresponds to the logical conclusion 
which leads two or more statistical propositions 


analysis 


system 


to a synthesis. He discusses these problems in 
the third part of his book, analyzing methods 
of inclusion, extrapolation, etc., and leading 
up to a critical appraisal of economic prognosis. 
In Wagemann’s opinion statistical science has 
reached its greatest perfection in the theory 
of estimates, although he knows that many 
statisticians are skeptical about their perform- 
ance 

Comparisons of methods used in physics and 
in the social sciences and a discussion of the 
“indeterminacy” are found in 
several chapters of Wagemann’s book. He 
discusses social phenomena demonstrating the 
law of large numbers and describes the problems 
of collective force and individual freedom but 
does not go into any detail in analyzing the im 
pact of social and political regulations on social 
averages. Wagemann represents a phase of re- 
search which is fully cognizant of the naiveté 
of the social determinism of the eighteenth 
century, but he does not deal with problems of 
and regulations. 
examples 
which 


probl ms of 


social 
gives many 
social research 


motivation 
Wagemann, though, 
from various fields of 
demonstrate that the famous regularities are 
observed mainly in those fields in which human 
choice is of negligible influence. 

Wagemann’s epilogue deals with the relation 
between mathematics and statistics. His discus- 
sion of the theory of probability should prove 


human 


of particular interest to those economists who 
studies of the 


have embarked on intensive 
theory of games. 


MarTHa STEFFY BROWNE 


Brooklyn College 
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Agricultural Discontent in the Middle West, 
1900-1939. By THEoporRE SALovuTos and 
Joun D. Hicks. Madison: University of 
Wisconsin Press, 1951. Pp. viii+- 581. $6.75. 


The title of this book is more nearly descrip- 
tive of its focus in time and space than of its 
content. Major concern is with a series of 
farm organizations, although the study also 
encompasses the co-operative movement, the 
farm bloc, and agricultural policy. 

The first six chapters carry the story through 
World War I, including a preliminary essay 
on “The Region of Discontent” (1900-1914). 
This section also contains chapters on the leg- 
acy of populism, the early co-operative move 
ment, the impact of war, the American So- 
ciety of Equity, and the beginnings of the 
Nonpartisan League. The next seven chapters 
deal largely with the 1920's, covering the rise 
and fall of the Nonpartisan League, the 
emergence of the Farmer’s Union and the Farm 
Bureau, the co-operative movement, the farm 
bloc and third-party ideologies, and McNary- 
Haugenism. The following five chapters en- 
compass the 1930’s. Two chapters trace events 
from the Farm Board through the Farm Strike, 
and three chapters sketch the genesis and evo- 
lution of the New Deal farm program. An 
“Epilogue”’ contains a few conclusions and an 
extended summary. 

This study has obvious merits. It reflects 
patient and painstaking scholarship and con- 
siderable ingenuity. As a factual account of 
Midwest farm organizations, especially the 
abortive earlier groups, it leaves little to the 
imagination. In detailing the maneuvering 
within these organizations, and their day-to- 
day problems and struggles, it shows both care 
and insight. Perhaps the only criticism on the 
descriptive level is the uneven coverage of the 
book. The Farmer’s Union and the Farm Bu- 
reau are given somewhat casual treatment, 
and all the farm organizations virtually drop 
out of the study when it reaches the 1930's. 
The descriptions of co-operatives, the farm 
bloc, and farm policy are perhaps necessarily 
piecemeal. The structure of the book is proba- 
bly derived in part from its origin largely in a 
thesis and journal articles written by one or the 
other of the authors. 

The book has analytical limitations. Al- 
though the authors focus sharply upon farm 
organizations and programs, they do not at- 
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tempt any basic economic, sociological, or po- 
litical study of the farm movement and its 
relationship to the twentieth-century American 
scene. For example, the jacket asserts that the 
book tells how American agriculture “gained 
the political power that it has used so effectively 
during the past decade.” Although the book 
does contain much about organizations, blocs, 
and laws, it scarcely fulfils this promise. The 
authors have seldom stood back and examined 
the farm movement in its broader context or 
probed the economic, political, and social fac- 
tors that brought it power. 

Fhe jacket also states, “Beginning with an 
exploration of the causes of unrest... .” 
Actually, the reader is never fully satisfied on 
this score. The opening essay, on Midwest farm 
economic conditions during 1900-1914, accents 
prosperity. It concludes: “Agricultural dis- 
content was chronic and endemic, but for the 
moment, at least in the western Middle West, 
it had less than the normal reason for exist- 
ence.” In subsequent chapters symptoms of 


distress are itemized, but causes—such as those 


inherent in the basic position of agriculture in 
an urban-industrial economy- 
unexplored. 

Finally, despite its title, there is little or no 


remain largely 


awareness in the book of the sociological 
aspects of farm discontent. The farm movement 
is examined only in a mechanical, organiza- 
tional sense. The implications for this move- 
ment of social change, group behavior and 
interaction, and status-conscious farm atti- 
tudes and values—these are seldom even im- 
plicitly noted. In view of the avowed scope 
of the book, this is an unfortunate void. The 
“farm problem,” together with the “farm 
movement,’ are inescapably sociological as 
well as economic and political phenomena. 

The book remains, on its own grounds and 
short of its tantalizing but unfulfilled title, a 
good and useful work. 


C. Anpison HICKMAN 


University of Illinots 


The Rise and Fall of Civilization. By SHEPARD 
B. CLoucu. New York: MeGraw-Hill Book 
Co. 1951. Pp. xvi+291. $4.50. 

The theme of this brief volume is that “rela- 
tive economic well-being in society is one of the 
most necessary conditions to a high stage of 
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civilization” (p. 6). Professor Clough suggests 
two further hypotheses: “(1) that the peak of 
civilization in any culture would be expected at 
the time when economic decline begins and (2) 
that the prolongation of high stages of civili- 
zation can be achieved by a nice balance in the 
utilization of human energies between aesthetic 
and economic activity” (p. 7). Any attempt, 
especially by an economic historian, to develop 
these ideas in less than three hundred small 
pages is a bold undertaking; and one cannot 
help but admire Clough’s intrepidity, even 
though the results may fall far short of one’s 
expectations. 

Beginning with paleolithic civilization and 
ending with events since World War II, the 
author sketches some of the major trends of the 
Egyptian, Mesopotamian, Hither Asian, and 
Aegean cultures; pays somewhat more attention 
to the Greek, Hellenistic, and Roman periods; 
and devotes the last hundred pages to Western 
civilization. He concludes, rather optimistically, 
that western Europe can still look forward to 
a great period of civilizing accomplishments 
provided that continuous and devastating war- 
fare does not ruin the area 

Clough’s definition of a “civilization”’ is 
couched in terms of his criterion of progress. 
This he presents, in both the opening and the 
closing sections of the books, as “the extent 
of control over physical and human environ- 
ment and...the quality and quantity of 
intellectual and aesthetic accomplishments” 
(p. 258). He refers specifically to Arnold J. 
Toynbee’s Study of History only twice in his 
text (pp. 2 and 6) and states that his own hy- 
pothesis as to the relative importance of eco- 
nomic well-being in “the fluctuating character 
of civilization within a culture’’ seems to be 
“much more impelling than Toynbee’s ‘chal- 
lenge and response.’ ’’ The publishers, in their 
blurb on the book’s jacket, take a much stronger 
stand and state that Clough is “at sharp var- 
iance... with the theory of ‘challenge and 
response’... . as being the cause for the emer- 
gence of a major civilization” and “instead, 
he establishes a close correlation between eco- 
nomic development and cultural achievement.” 
An author, of course, cannot be held entirely 
accountable for all the extravagant “‘sales talk”’ 
of his publisher, but I believe that Clough 
thinks he is in fact disagreeing with Toynbee 
on a very crucial point. Although he clearly 
is uneasy and dissatisfied with some of Toyn- 
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bee's ideas, in my opinion he never really comes 
to grips with any of them. 

Both men have the same criterion of prog- 
ress—the increasing command over both 
physical and human environment—and both 
deny (Toynbee explicitly, Clough more im- 
plicitly) that technological improvements or 
increases in economic welfare are always re 
liable indicators of progress. Clough certainly 
does not develop a monistic interpretation of 
history and admits that economic factors may 
not be the most important or fundamental 
causes for the rise or fall of civilizations (p. Q). 
He acknowledges that a civilization may begin 
to disintegrate at the very time when its eco- 
nomic surplus is at 4 maximum or approaching 
its maximum. It seems to me that Clough is 
never really at variance with Toynbee but 
that his delightfully written essay is simply an 
extension of one of Toynbee’s many themes. 
Few economic historians will disagree with 
Clough that an economic surplus is a prerequi 
site for a highly developed civilization. I do not 
know how many will contradict the proposition 
which I wish to suggest that the surplus may 
conceivably become so great or so inequitably 
distributed or both as to constitute one of the 
major causes for social disintegration. 


WARREN C. SCOVILLE 


University of California 
Los Angeles 


Ships for Victory: A History of Shipbuilding 
under the U.S. Maritime Commission in 
World War 11. By Frepertc C. Lang, with 
the collaboration of BLANcHE D. 
Fiscner, and Davip B. Tyer. Balti- 
more: Johns Hopkins Press, 1951. Pp. xxii+ 
881. $12.50. 


“If vou want fast ships, fast shipbuilding, 
fast women, or fast horses, vou pay through the 
nose"? Admiral Emory S. Land’s remark to a 
Senate committee might well serve as a text for 
this official history of the United States Mari- 
time Commission during World War II. Cer- 
tainly fast shipbuilding and its inevitable cost 
were the majer concerns of the commission. 
Land himself, chairman of the Maritime Com- 
mission from 1938 to 1946, was by virtue of his 
great ability and personal force the dominating 
figure of the shipbuilding program. 

Fast shipbuilding was the essential task 


of the commission during the war. Between 
1939 and 1945 it delivered a total of 5,777 ves- 
sels of 39,920,000 gross tons. This volume 
records in abundant detail the problems over- 
come in making this impressive record: ship 
design, expznsion of facilities, finding and super- 
vising mafmagement, procurement of labor, 
stable labor relationships, and above all plan- 
ning. Lane concludes that in meeting the main 
demand upon it—that it deliver the ships—the 
commission’s shipbuilding program was a 
success. 

The responsibility for keeping costs at a 
minimum had to take second place to getting 
the ships built and to a certain extent was in- 
compatible with the primary goal. Neverthe- 
less, a large part of the commission’s work, 
recorded in this volume, dealt with costs and 
profits. Various types of contracts were devised 
to encourage the builders to reduce costs and 
to keep profits from going too high. These were 
supplemented by auditing and other super- 
visory measures and followed up by renegotia- 
tion aimed at the recapture of excessive profits. 
The commission was less successful in these 
efforts to minimize costs than in building ships 
rapidly. This was partly the result of the 
primary emphasis on production and partly 
the result of defective administration. 

Faulty administration, in Lane’s view, 
stemmed primarily from the rapid expansion 
in personnel forced on the commission by the 
emergency. From 1,361 employees in 1941, 
the payroll of the Maritime Commission and its 
sister-agency the War Shipping Administra- 
tion, reached a peak of 14,822 in 1945. There 
was great difficulty in finding persons with the 
ability to do the many jobs which had to be 
done. Lane has taken advantage of his access 
to official files, supplemented by interviews, to 
give an intimate account of the administrative 
organization, functioning, and difliculties of the 
commission. 

This volume will fill a valuable place in the 
series of “Historical Reports on War Adminis- 
tration.’’ Lane and his associates have digested 
a mass of material into a coherent account 
which manages to capture some of the urgency 
of the times and the flavor of personalities. A 
collection of excellent pictures is a great help 
in visualizing the shipbuilding process. In addi- 
tion to fulfilling its major purpose of recording 
the experience of one wartime agency, this 
book offers much of genera! interest to students 
of political economy and public administration. 
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All aspects of the Maritime Commission's 
shipbuilding program appear to have been 
covered fully, with the exception of the taper- 
ing-off period of 1945-46. Here a fuller discus- 
sion of the problems of canceling contracts and 
closing down the emergency yards would have 
been helpful. 

The organization of such a detailed historical 
account, with its great variety of topics, was 
undoubtedly a difficult problem. Lane has 
chosen a compromise between chronological 
and topical treatment that is on the whole 
successful. There are, however, points at which 
it is somewhat difficult to follow either the 
narrative thread or the development of a 
particular topic. An excellent index helps to 
overcome this difficulty. 


J. FREDRICKSON 


North Perk College 


The Closing of the Public Domain: Disposal and 
Reservation Policies, 1900-1950. By E. 
Lovutse Perrer. Stanford, Calif.: Stanford 
University Press, 1951. Pp. 372. $4.50. 


In the nineteenth century the land question 
in United States politics was how to transfer 
the public domain to private hands. Public 
ownership was thought of as transitory. The 
practical questions were who got the land and 
on what conditions. The broader discussions 
turned on the use of the domain to promote 
settlement and on the homestead as a measure 
for securing a desirable structure of society. 
In the twentieth century, on the other hand, 
the major question of public policy for what 
remains of the public domain becomes that of 
determining the most effective permanent use 
of land that is patently unsuitable for home- 
steading or close settlement. Leasehold begins 
to take the place of ownership as the basis for 
private operation, and the government’s 
decisions run increasingly in terms not of land 
disposal but of reservation in the interests of 
the nation as a whole. 

This second stage of public land policy is 
described with historical perspective in a study 
that was begun as a dissertation under Frederic 
L. Paxson and expanded and published under 
the auspices of the Food Research Institute. 
The story finds a significant beginning in the 
Reclamation Act of 1902, which bridged the 
transition by using “the old principle of sale 
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and the new principle of reservation,’’ and at 
least a symbolic ending in 1946, when the 
old General Land Office was merged with the 
Grazing Service to form the Bureau of Land 
Management. During the intervening years 
large areas were set aside for forests and parks 
and other public purposes. In 1916 “the lest 
of the great homestead acts’’ made provision 
for grazing homesteads. The Taylor Grazing 
Act of 1934 marked the turn to leasehold, and 
the most controversial issues since that time 
have been those of the terms on which the 
stockmen should use the public lands. 

The book is legislative history with emphasis 
on the forces playing upon it. It follows in full 
detail the confused series of struggles which 
from time to time aligned eastern conserva- 
tionists against western interests, stockmen 
against homesteaders, cattlemen against sheep 
men, the federal administration against state 
governments jealous of land kept off the tax 
rolls, and also—for many years—the Forest 
Service against the Department of the Interior. 
Development of reasonable policy was held 
back by the persistence of the belief that the 
true function of the public domain was to fur 
nish homes for settlers. The author recognizes 
that so great a change could hardly have been 
brought about without delay and confusion. 
Yet she considers it necessary to interrupt the 
narrative again and again to point out the 
errors of the protagonists, reproaching them 
for selfishness or tactlessness or jurisdictional 
obstinacy or for mistakes in constitutional 
interpretation or economic understanding. She 
does this as frankly with men still in public life, 
like Senator McCarran, as with the participants 
in earlier controversies, and gives a vigorous 
warning against what she regards as the efforts 
of “the McCarrans” to strengthen unduly 
“the position of the users of a publicly owned 
resource”’ against “the rights of the collective 
owners.”” 

In the future, as Dr. Peffer sees it, “the 
paper barrages of the conservationists and the 
sportsmen” will continue the contest with “the 
pressure techniques of the interests’ for control 
of what remains of the public lands. But “what- 
ever advantages the stockmen or other groups 
are able to gain for themselves . . . will, in all 
likelihood, be within the framework of con- 
tinued public ownership—a closed public do- 
main.” 

CARTER GOopRICH 


Columbia University 
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The Nature and Tax Treatment of Capital Gains 
and Losses. By LAawreNCE H. SELTZER, 
with the assistance of Setma F. GoLpsMITH 
and M. StapE Kenprick. New York: Na 
tional Bureau of Economic Research, 1951. 
Pp. xxii+ 554. $7.50. 

Capital gains and losses present one of the 
most difficult problems in the field of taxation. 
One indication of the difficulty is the great 
variety of policies we have adopted at different 
times in this country, all to little avail in allay- 
ing the controversy which has raged for more 
than thirty years. 

The present volume is the most comprehen- 
sive and most able treatment of the problem 
yet published. It combines an _ exhaustive 
statistical analysis with a comprehensive, de- 
tailed, and thorough discussion of the legal, 
economic, and administrative aspects of the 
problem. More than two hundred pages are 
devoted to two large appendixes which include 
ninety-eight elaborate tables. In those tables 
the author uses all the data the Bureau of In- 
ternal Revenue was able to supply and, with 
ingenuity and persistence, subjects them to a 
variety of statistical treatments. Inherently, 
those data are inadequate and unsatisfactory 
in several respects. The author has shown a 
commendable boldness in adjusting them to 
make them more nearly comparable and in 
estimating to fill gaps, while remaining con- 
scious of their weaknesses. 

The author's purpose “is not to arrive at 
specific recommendations concerning public 
policy but to provide the reader with the kind 
of analysis upon which he can come to a more 
informed judgment of his own” (p. 20). In 
this he has been eminently successful. His plan 
of attack is first to explain the origin, back- 
ground, and nature of the problem. He then 
surveys the data regarding the amount of gains 
and losses in this country between 1917 and 
1946 and the effects of changing tax treatment 
upon investors’ behavior and upon government 
revenues. There is one chapter on how other 
countries deal with the problem. Finally, in 
two very useful chapters, he explains how taxes 
are avoided through capital gains and discusses 
competing proposals for solving the problem. 
Throughout the discussion, equity and ad- 
ministrative feasibility are considered along 
with the legal and economic aspects. 

For several reasons capital gains have been 
more important in the United States than in 
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most countries. The country has been dynamic 
and has developed rapidly. Speculation has 
often flourished, especially in real estate. The 
widespread use of corporations and their prac- 
tice of retaining a large part of their earnings 
have transformed much ordinary income into 
capital gains as defined by our tax laws. The 
author emphasizes the fact that the complete 
exemption of capital gains from the income 
tax would increase, rather than reduce, the in- 
centive of taxpayers to find additional ways 
by which they could transform salaries, divi- 
dends, and other forms of ordinary income into 
an increase of wealth which would be recognized 
as capital gain for tax purposes. 

The author finds evidence that “the disposi- 
tion of the top income groups to realize or to 
defer taking capital gains has been clearly and 
markedly sensitive to the tax treatment”’ 
(p. 179). At the same time, however, the major 
influence on such actions has not been tax treat- 
ment or the general level of prosperity but “the 
extent of changes in the prices and turnover of 
capital assets, notably common stocks”’ (p. 180). 

While making no recommendations, the 
author indicates that he does not think that 
the more extreme proposals for dealing with 
capital gains and losses are likely to be seriously 
considered in this country in the near future. 
Rather, “‘changes that retain the essential form 
of the present treatment are more likely to re- 
ceive near-term serious consideration than 
others” (p. 317). Within this framework there 
are two reforms which, this book clearly indi- 
cates, would improve our present treatment. 
The first would be to increase the holding 
period for capital gains from six months to at 
least one year and probably to two years. The 
second would be to make capital gains taxable 
when assets change hands by inter vivos gifts 
or at death. The second change, by greatly 
reducing “the ultimate tax avoidance now 
possible by postponing technical realization of 
capital gains’ (p. 252), would make the tax 
more equitable, would increase tax revenues 
from it, and would reduce the barriers to the 
free transferability of capital assets. 

This book should be used as a handbook on 
this subject in the future. Although we may not 
hope for a satisfactory final solution of the prob- 
lem, the intelligent use of the author’s analysis 
would lead to great improvements in our tax 
laws and practices. 

B. U. RatcHrorpD 
Duke University 
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Taxation in Canada. By J. Harvey Perry, 
Toronto: University of Toronto Press, 1951. 
Pp. xiii+409. $6.00. 


This is the first of a series of books to be 
sponsored by the Canadian Tax Foundation 
dealing with fiscal questions. It presents in 
cross-section the tax systems of each level of 
government—federal, provincial, and munici- 
pal—with almost no attention to history. A 
second book by the same author will shortly 
hil this gap. 

The author, an experienced civil servant in 
the federal Department of Finance, has pro- 
vided a description which avoids “the jargon of 
the tax expert and the exact but dull language 
of the statutes.”” This was a formidable task in 
view of the paucity of scholarly published ma- 
terial, and it has been done successfully. For 
the first time both laymen and students will 
have a handbook which summarizes current 
Canadian taxes. For good measure the author 
adds sixty pages which outline financial ad- 
ministration, Since the book is primarily de 
scriptive and since all important factual ques- 
tions have been briefly answered, a reviewer 
finds little basis for criticism. 

As enlightening asides, the author compares 
the Canadian situation with the American and 
the British. Because of federalism and proximity 
the similarities between the Canadian and 
American tax systems are so numerous as to 
cause surprise chiefly when divergence is en- 
countered. Sometimes this divergence grows 
out of elements unique or indigenous to Can- 
ada~—witness the much greater weight given 
to commodity taxation ; sometimes the end prod- 
uct in Canada appears to be a blend, as when 
the definition of income for purposes of income 
tax is modeled upon the United States, and yet 
the interpretation has followed British juris- 
prudence with the notable result that capital 
gains are not regarded as income. 

The resourcefulness of the legal mind con- 
fronted by constitutional obstacles to taxes has 
been displayed both in Canada and in the 
United States. In the latter, limitations upon 
the power of the federal government to levy 
“direct” taxes was circumvented by the Six 
teenth Amendment and judicial interpretation 
that estate and gift taxes were “excises.” In 
Canada, by way of contrast, the constitution 
restricts the provincial governments to “direct 
taxation within the Province.” Yet starting 
with J. S. Mill’s definition of direct and in. 
direct taxes, the courts over the years allowed 
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the provincial governments to levy commodity 
taxes so long as the legislation im posed them on 
the purchaser and no obvious means existed by 
which he might pass them on. (Appointment 
of sellers as agents of the Crown for collecting 
such taxes was not debarred.) In short, the 
courts in Canada allowed the provincial gov- 
ernments to levy taxes which economists term 
“indirect” even though the constitution re- 
stricted them to “direct” taxes: while in the 
United States the courts, aided by an amend- 
ment, removed a constitutional impediment 
against federal levy of “direct” taxes. The 
provinces have, nonetheless, been unsure of 
their constitutional power to levy “direct” 
taxes and have urged a constitutional amend- 
ment to confirm their rights—a step which 
the federal government has promised to take. 

The most important difference between the 
present Canadian and American tax 
is that, as a result of the Wartime Tax Agree- 
ments and the postwar Tax Rental Agree- 
ments, income taxation and death duties have 
become almost exclusively federal. In 1951 no 
provincial government levied a personal income 
tax (although Ontario and Quebec had pot re- 
linquished their right to do so): all of them 
levied taxes on corporation income, but in 
eight of the ten provinces the rates and base 
were uniform; eight provinces had repealed 
their death duties. It is to be hoped that in 
another book Mr. Perry will show how this 
centralization was achieved and how it has 
worked. 


systems 


James A. Maxwet 
Clark University 


Public Finance in a Developing Country: Fl 
Salvador, a Case Study. By Henry C. Wat- 
LICH and JoHN H. ApLER. Cambridge: Har- 
vard University Press, 1951 Pp. viii+ 340. 
$6.00. 

“This study represents an attempt to ap- 
praise El Salvador’s public finances in the light 
of present-day economic knowledge and tech- 
nique.” It is an analytical case study (deserip- 
tive details are relegated to appendixes). It is 
timely because of a large and growing traffic in 
foreign surveys. We need a model for such sur- 
veys which will inform foreign officials and 
others of what they need to know and at the 
same time make a contribution to economics. 

Techniques employed on this job required 
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a formidable investment. The authors (with 
the help of staff and Salvadorian experts) cal- 
culated gross national product and net income 
distribution by size. Going further, they at- 
tempted to allocate taxes by size of income 
(running the gamut of incidence problems) and 
the distribution of tax burdens by types of 
business and consumption. Next they attempt- 
ed an allocation of expenditure by benefit 
(three alternative assumptions). Then they 
introduced comparative budgetary data for 
ten different countries, Latin-American and 
others. Finally, they posed and discussed such 
analytical questions as: Have, and to what de- 
gree might, taxes and public expenditures been 
(or be) used in a compensatory role? How 
would enhancement affect capital formation 
and gross national product? What is the effect 
of inflation on the tax and expenditure pattern? 

As to findings, we are presented with the 
picture of a country where extraordinary re 
liance is upon trade taxes (export duties on 
coffee and general import duties); where direct 
taxes (especially property taxes) are not ex- 
tensively developed; where corporations are 
taxed along with individuals at personal in 
come tax rates and export duties are in lieu of 
income taxes; where the aggregate tax burden 
is conspicuously low; where there has been no 
large-scale deficit financing or other “depar 
tures from orthodoxy”; and where minimum 
living is insured in high degree by a self 
sufficing agriculture. One would expect this to 
add up to a regressive tax system aggravating 
an existing top-heavy distribution; but the 
authors find that the tax system is mildly pro- 
gressive and that the net effect of government 
reduces inequalities quite substantially. 

Recommendations are few and most of them 
are qualified. The authors find that “fiscal 
matters do not present problems of especial 
urgency for El Salvador.”” Variable expendi- 
tures (public works) could be better timed to 
avoid aggravating inflation, tax administration 
could be greatly improved at points, direct 
taxes can and will be developed, corporate 
organization could be encouraged by removing 
tax discrimination, and a domestic capital 
market needs to be develo, ed. 

Perhaps one cannot have everything, but 
he misses in this model certain needed institu- 
tional information; for instance, on the quan- 
tity and quality of the educational program 
and as to the effects of what appears to be the 
virtual absence of local government. Applica- 
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tion of fiscal theory is in genera] sharp and il- 
luminating. However, one may question the 
assumption that export taxes cannot be shifted 
forward in any degree (i.e., without any in- 
formation as to the production taxes which 
fall on other suppliers in other countries). 

If this case investigation falls somewhat 
short of a perfect mode! for a “Point IV” study, 
at least it is a valiant and worthy attempt ina 
proper direction. 


HaroLp M. GRovEsS 
University of Wisconsin 


Finances comparées. By HENRY LAUFENBURGER. 
2d ed. Paris: Recueil Sirey, 1950. Pp. 
x+ 350. Fr. 860. 


Les Finances de 1939 @ 1949, Vol. III: La Bel- 
gigue et la Hollande. By FeRNAND Bav- 
DHUIN. Paris: Librairie de Médicis, 1951. Pp. 
171. Fr. 450. 


In the Introduction and Conclusion of 
Finances compareés Professor Laufenburger 
maintains that the technical apparatus of pub- 
lic finance presents pretty much the same 
aspect in all countries. One can discuss taxes, 
public debt, and inflation intelligently and use 
the same terms of reference for both the United 
States and the Soviet Union. This is because 
similar goals do not leave the choice of means 
completely free. 

Presumably, these similar goals are war 
preparations or a greater degree of planning. 
The trend toward planning seems inexorable, 
and al! planning rests upon the budget. Even 
in countries like France and England, much of 
the domestic capital formation will have to 
come from governmental sources. Other mu- 
tual problems such as inflation and large pub- 
lic debts can only be solved within a limited 
framework of possibilities; hence their solution 
is likely to contain important elements of simi- 
larity. 

One can hardly disagree with this. I should 
be tempted to add that survival demands ad- 
vances in technique to the highest level of one’s 
opponent. Countries that do not adopt the 
most advanced techniques of their opponents 
in the important areas of combat stand a good 
chance of defeat. Therefore, we may justly be 
pessimistic about the possibilities of preserving 
the freedoms traditionally associated with lais- 
sez faire if we are to orient ourselves toward 
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struggle. Laissez faire does not work in a garri- 
son state—and it was not intended to. On the 
other hand, the proponents of a completely 
planned war economy overlook the fact that 
the long-run efficiency of a free economy may 
be greater than that of a mixed or poorly 
planned one. This oversight could easily lead 
to colossal blunders. 

Laufenburger does not draw many of the 
broad conclusions that could evolve from his 
study. However, this will not handicap those 
interested in technical matters or detail. The 
present edition has been brought up to date. 
Like the first, it contains an enormous amount 
of material on the structure, theory, and prac- 
tice of the public finances of the United States, 
France, Great Britain, and the Soviet Union. 
Switzerland was dropped in this edition. The 
book also contains a short bibliography and, 
something rare for French books, a satisfactory 
index. In its field it is still the best work. 

Professor Baudhuin, of the University of 
Louvain, has given us an interesting study of 
Belgian and Dutch finances. He begins in each 
case with a brief review of experiences relating 
to the first World War. Most of the discussion 
is then devoted to description of financial con- 
ditions during and after the second World War. 

Baudhuin’s conclusion is that only negative 
lessons can be learned from the Belgian and 
Dutch experiences. We now know better what 
not to do. He feels that Holland, because it 
was more dirigiste, persevered in its erroneous 
ways longer than did Belgium, when they 
both attempted to overcome the inflationary 
heritage left them by the war. 

Comparing this book with writings by Du- 
priez' is interesting. Dupriez worked with Gutt 
on the reform of 1944, and his evaluation is 
quite different from Baudhuin’s. For example, 
Baudhuin emphasizes “l’insuccés flagrant de 
M. Gutt” and has relatively little to say about 
the strategic position of the exchange rate of 
the Belgian franc, particularly vis-a-vis Eng- 
land. Dupriez emphasizes the exchange rate 
and feels sympathy for M. Gutt’s efforts. It 
seems clear that a definitive evaluation of the 
postwar Belgian monetary experience has not 
yet been written. 

PETER R. SENN 


Pennsylrania State College 


* See, e.g., Monetary Reconstruction in Belgium 
(New York: King’s Crown Press, 1947). He also has 
written elsewhere on this subject. 


Chinese Communism and the Rise of Mao. By 
BENJAMIN ScHWARTZ. Cambridge: Harvard 
University Press, 1951. Pp. 258. $4.00. 


This is an interesting and thoughtful book on 
an extremely complicated and controversial 
subject. It is also something in the way of a 
curiosity these days—a study dealing with 
communism which is carried out in a scientific 
spirit and without apparent ulterior purpose. 

Mr. Schwartz's analysis is concerned en- 
tirely with what may be called the “inner 
history” of the Chinese Communist move- 
ment. He begins with its intellectual origins in 
the period immediately after the Russian Rev- 
olution—a very useful discussion, incidental- 
ly, since hardly any literature exists on the sub- 
ject, at least in English—and brings us down 
to Mao Tse-tung’s accession to undisputed 
leadership in the early thirties. The period of 
collaboration with the Kuomintang, the break 
with the Kuomintang in 1927, relations be 
tween the Chinese Communist party and the 
Communist International, the repeated efforts 
which were made by the party to win an urban 
proletarian base, the birth and gradual ex- 
pansion of the Soviet regions, and the final 
triumph of Maoism—all these subjects are 
treated in considerable detail and with a candid 
appraisal of the sources used. 

It would perhaps be presumptuous of a 
nonexpert to criticize Schwartz's reconstruc- 
tion of the factual story of the development of 
Chinese communism; but it is in order to re- 
port that the material available in this country, 
even to a student who commands Chinese, 
Japanese, and Russian (as Schwartz does), is 
extremely meager on many important points. 
The result is that Schwartz often has to resort 
to inference and conjecture, and here, of 
course, his conscious and unconscious biases 
play a crucial role. It is no paradox, I think, 
to say that another scholar with the same 
knowledge of the subject that Schwartz pos 
sesses and with a no less scientific attitude 
could paint a very different picture of the inner 
history of Chinese communism. Under the 
circumstances, even the nonexpert will scarcely 
be able to avoid the frequent exercise of his 
own judgment on the evidence presented. It is 
to Schwartz's credit that he makes a conscien- 
tious effort to present the evidence in such a 
way as to make this possible. 

Schwartz draws certain general conclusions 
from his study of Chinese communism. Per- 
haps the most important is the following: 


. 

. 


182 


In general, it is our view that in spite of its seem- 
ing ‘‘successes,’’ Marxism has in its movement east 
into situations for which its original premises 
made little provision —undergone a slow but steady 
process of decomposition. This process had already 
gone some distance with Lenin, himself, and might 
have gone further if he had lived longer. With 
Stalin, of course, this process has gone still further, 
and it has been one of the aims of this study to show 
how the process has been carried forward yet an 
other step by the experience of the Chinese Com- 
Ip. 4] 


ward 


munist Party 


The “proof” that Marxism has “‘undergone 
a process of decomposition”’ in China is essen 
tially that the Chinese Communist party failed 
to establish roots in the urban proletariat and 
came to power on a_ revolutionary 
peasant base. This will no doubt satisfy non 
Marxists who insist on seeing in Marxism noth 
ing but a body of rigid dogmas, precluded 
ex definitione from learning anything new from 
the unfolding historical But those 
who understand that in essence Marxism is a 
method of analysis and a guide to action, not 
at alla body of dogmas, will be in little doubt 
that Schwartz has mistaken the enrichment 
of Marxism by the two great twentieth-century 
revolutions for its decomposition. 

In conclusion, let me pay Schwartz what I 
think is a real compliment: his book is as val- 
uable to those who disagree with him as to 
those who agree with him. There are few enough 
hooks of this kind being Ww ritten today. 


instead 


process 


PauL M. SwWEEzy 
Wilton, New Hampshire 


Geography of the USSR: A Regional Survey. By 


New York: Columbia 
Pp. xxxii+ 584. 


THEODORE SHABAD 

University Press, 

$8.50 

This book is essentially a regional encyclo 
pedia of the Soviet Union. It is divided into 
a short general survey of the coun- 


two parts 
try as a whole and a long regional description. 

rhe general survey treats briefly the physi- 
cal setting, the political framework, and the 
economic pattern. Within the limits of a hun 
dred pages, it provides an effective and concise 
summary for the general reader. Projects of 
the Five-Year Plan (1946-50) are 
emphasized. 

The regional survey is the major contribu- 
tion of the book. The larger regional divisions 
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are formed by the sixteen Union republics; the 
largest of these, the R.S.F.S.R., is in turn 
broken down into eleven large regions. A de- 
tailed description of each of about a hundred 
and fifty smaller political subdivisions (largely 
oblasts) covers such diverse topics as location, 
administrative and name changes, terrain, 
drainage, climate, vegetation, crops, recent 
projects, manufacturing industries, mineral! de 
posits, and principal cities. The repetition of 
details oblast after oblast discourages continuous 
reading. When one wishes to consult the book 
about a specific area, however, such as the 
oblast or city of Moscow, Tashkent, or Kali- 
ningrad (Kénigsberg), he will find a good sum- 
mary of available information. 

The author has been ingenious in utilizing 
election district data to estimate recent popu- 
lation shifts. As a result of these studies, he 
concludes that there are not important secret 
unnamed cities engaged in critical arms pro- 
duction. “Any classified activity requiring a 
great industrial potential, such as atomic re- 
search, is probably taking place in the very 
midst of one of the existing industrial complexes, 
rather than in some remote corner of the Sibe- 
rian taiga” (p. xii). 

A major weakness of the book is the paucity 
of quantitative data. There are no tables of 
economic data, and only four are concerned 
with population. 

The book adds little new in terms of a general 
appraisal of the over-all Soviet economy. Its 
value is as a useful reference work on the 
economic development or natural resources 
of specific political subdivisions of the Soviet 
Union. 

Cuauncy D. Harris 
University of Chicago 


The Future of Private Enterprise. By GEORGE 
Goyrer. Oxford: Basil Blackwell & Mott, 
1951. Pp. 179. $2.00. 


The author, a British businessman of wide 
experience and religious outlook, begins with 
the assumption that unless our system of pri- 
vate enterprise is considerably changed it is 
likely to be superseded by dictatorship. He in- 
sists that a corporation should not be operated 
for the benefit of shareholders alone but that 
it is a joint enterprise of shareholders, managers, 
consumers, and the community and that it 
should consider the interests of all these. He 
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describes in much detail the Carl Zeiss Founda- 
tion at Jena as an ideal corporate setup and 
cites a number of similar co-operative corporate 
enterprises in other countries, particularly that 
of James Lincoln in Cleveland. Finally, he out- 
lines his own scheme for corporations, designed 
to secure the co-operation of labor and manage- 
ment and protect the interests of consumers 
and the community. His plan assumes extraor- 
dinary breadth, and altruism 
in managers and shareholders and will seem 
highly idealistic to most businessmen; but it 
may well be that such a scheme would help 
greatly to stay the advance of communism and, 
if we could get accustomed to it, might seem 
only reasonable. Our “human relations” stu- 
dents have been drawing somewhat similar 
pictures in recent vears. 
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Joun Ise 
University of Kansas 


Soviet Attitudes toward Authority: An Inter 
disciplinary Approach to Problems of Soviet 
Character. By MARGARET MEAD. New York: 
McGraw-Hill Book Co., 1951. Pp. 148. 
$4.00. 


This richly documented book deals with the 
sources, nature, and contradictions of the Soviet 
authority system; the motivations and the 
ideal behavior patterns of the leaders and the 
led; and the role of the political police. It is 
based on the researches of a team of nine 
specialists in aspects of Soviet culture. It is 
written from the standpoint of an anthropolo- 
gist obliged to study Soviet society “at a 
distance’’—to make the most of literary evi- 
dence, the depositions of emigrants, and @ 
knowledge of “traditional Great Russian 
character.”’ The material is fresh, the treatment 
original, and the result a worth-while contribu- 
tion to our understanding of the “Soviet man.”"! 

The key chapters (iii-vi) contain brief but 
illuminating comments on many points of 
interest. Among the topics covered are the 
“line’’ as the embodiment of “truth,” the dif- 
fused sense of guilt, the encroachment of the 
arbitrary and incorruptible police, the demand 
for involvement of the total personality in all 
acts, the “fabrication of token events,” the 


* An article by D. Tomasic, “Bolshevik Ideology 
and the Structure of Soviet Society,”” American So- 
ciological Review, Vol. XVI (April, 1951), covers 
similar ground 
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idealization of the leader, the folklore repre- 
sentations of Lenin and Stalin, the cultivation 
of pioneer virtues, and the fear of compromise 
and bourgeois contamination 

A final chapter (vii) of only three pages 
speculates on possible future developments. 
If present conditions persist, it anticipates de- 
cay of leadership and of mass responsiveness 
as the political values of actual life defeat the 
propagandized Bolshevik virtues. Should in- 
ternal and external tensions ease, it anticipates 
not only greater stability but also a “puritani- 
cal”’ tendency repressive of “zest and energy.” 
Unfortunately, the chapter does not proceed to 
consider other plausible assumptions—for ex 
ample, that conditions might alter materially 
after Stalin’s death (as they did after Lenin's) 
or that living standards might rise despite an 
armament burden as a result of productivity 
gains and the exploitation of industrial “colo- 
nies.”’ In view of American experience, the pro 
jected outcome of the clash between the real 
and the ideal value systems seems unlikely; 
and the suggestion that a “puritanical” temper 
may’ curtail productive effort seems unwarrant- 
ed. 

Critical readers may wonder why the lit- 
erary analysis ignores relevant basic works 
like Lenin’s State and Revolution and Vyshin- 
sky’s Law of the Soviet State and documents like 
the 1918 and 1922 labor codes and the 1936 con- 
stitution. They may also wonder why relevant 
outstanding facts of Soviet life go unmentioned 

for example, the comprehensiveness of “plan- 
ning,” the balance of “rights’’ against “duties,” 
the universal obligation to work, the trans 
formation of labor unions, Stakhanovism, the 
lengthening of the workday, and the immobili- 
zation of labor.? 

Finally, the book amounts to a refutation of 
a whole complex of theories of Hegel, Marx, 
Engel, and Lenin concerning individual free 
dom, state authority, and dialectic reconcil 
iation at a higher level; but it hardly mentions 
these antagonists and does not meet their argu- 
ments head-on. There is need for a more pene 
trating “interdisciplinary” study of the trans- 
mutation of value systems, the redefinition of 
the area of individual initiative, and the change 
in the character of coercive and noncoercive 


2 A statement (p. gs) on the penalty for lateness 
of 21 minutes seems incorrect in view of the decrees 
of June 26, 1940, and January 18, 1941 (apparently 
stillin force), and recent works by Gsovski and other 
authorities. 
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adjustments as nations experience industrial 
ization or other radical technological develop 
ment 
IRVING H. SIRGEL 
Twentieth Century Fund 
Washington, D.C. 


Interregional Competition in Agriculture: With 
Special Reference to Dairy Farming in the 
Lake States and New England. By Roxatp 
L. Micnert and Joun D. Brack. Cam- 
bridge: Harvard University Press, 1951. Pp. 
xiv + 320. $5.00 
The preliminary chapters on interregional 

competition theory are very readable. How- 

ever, the theory systematically presented has 
certain “thin spots’? which should be noted. 

For instance, the influences of risk and un- 

certainty are not part of the theoretical pres- 

entation, uncertainty concerning the 
level and duration of urban employment, and 
uncertainty concerning milk prices and the 
terms of exchange between farmers and non- 
farmers, have differential effects on the willing- 
ness of New England as contrasted with Lake 

States farmers to supply labor and invest in 

barns, equipment, herds, higher capacity ani- 

mals, and forage production? 

Another theoretical difficulty has to do with 
the appropriate Jength of run in which to ana- 
Ivze supply and demand (see pp. 59-65 and 
69-71 with respect to supply and pp. 76-86 
with respect to demand). On the supply side, 
the authors do not come to grips with the mul 
tiplicity of lengths of run (planning spans) 
existing in the dairy industry. A different mar- 
ginal cost curve exists for a dairy firm for each 
planning span. In the shorter planning spans 
producers control the level of feeding and mi- 


cs 


nor labor processes; in longer planning spans 
they control herd size and competing enter- 
prises; in still longer runs they control capacity 
of animals, barn construction, pasture produc- 
tion, and forage processing techniques. Is each 
of the two areas, the Lake States and New 
England, so homogeneous in these respects 
that the 
schedules for one rather vaguely defined length 


results of comparing their supply 


of run become conclusive for all lengths of run? 
While these and other theoretical problems 
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are not handled in a completely satisfactory 
manner at the theoretical level, the authors in- 
troduce a great deal of relevant information in 
chapters v, vi, viii, and ix. This descriptive 
information is then used to interpret and quali- 
fy the results of their more limited theoretical 
and statistical (computational) analysis. Here 
the experience, judgment, and breadth of Pro- 
fessor Black make their contributions (com- 
pare chap. x with chaps. ii, iii, and iv). Had 
Black formalized more of his interpretive 
methods, the theory presented would have 
borne some resemblance to that evolving at 
the firm level on risk, uncertainty, and profit. 
Such semimacro theory is needed in the field of 
agricultural marketing. 

The authors consider two ways of deriving 
area-wide supply curves: (1) the “synthetic,” 
involving the aggregation of budgeted results 
for individual farms into area-wide (price- 
quantity) supply schedules, and (2) the his- 
torical-statistical approach. The budgeting re- 
ported must have resulted in data closely ap- 
proximating those required for construction of 
marginal cost curves. Perhaps specific con- 
struction of marginal cost curves for repre- 
sentative firms, by classes, followed by aggre- 
gation of such curves into area-wide supply 
curves, would have been preferable to the pro- 
cedure actually followed. 

In considering the historical-statistical ap- 
proach, the authors discussed the methodolog- 
ical difficulties encountered by Moore and 
Working (1927). It seems regrettable that the 
authors did not consider the contributions of 
Tinbergen, Haavelmo, Davis, Frisch, Koop- 
mans, Marschak, Girshick, and others to (1) 
the partial solution of the problem of “‘identi- 
fiability’’ encountered by Working and (2) 
techniques for estimating simultaneous rela 
tionships involving more than one dependent 
variable. 

The authors are unable, on the basis of 1936 
and 1946 data and their analysis to appraise 
accurately the post-World War II impacts 
of population growth, trends in per capita 
consumption, trends in the production of grain 
and forages, biological innovation, farm-work 
simplification research, off-farm employment 
opportunities, milk-marketing agreements, and 
the like. 

GLENN L. JOHNSON 
Michigan State College 
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